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Editorial 


T is intended that Accounting and Business 

Research shall be used as a forum for controversial 

matters. Two such are aired in this third issue. 
R. A. Fawthrop takes a distinctly sceptical look at 
discounted cash flow techniques, leading up to the 
conclusion that ‘Not unlike certain old medical 
panaceas, discounted cash flow is indeed open to the 
accusation of having been over-marketed’. Professor 
Flower in his examination of the measurement of 
divisional performance concludes his'study with some 
remarks on the limitations of existing methods of 
depreciation, and indicates that ‘to ensure that in 
general the Profit and Loss. account reflects the same 
return as the underlying projects requires the use of 
methods of asset valuation and depreciation unaccept- 
able to most accountants’. 

Adrian Buckley, speaking from experience in 
management consultancy, deals with guidelines for 
acquisitions in descriptive terms and contributes a 
check-list of rules in an article consistent with 
another basic aim of Accounting and Business Research, 
which is to provide material of immediate practical 
interest to businessmen. The article by J. Mellors on 
the effect of capital allowances on the incentive to 
invest is also of direct relevance to a common business 
situation. 

The research side is represented by R. J. Briston, 
who with C. R. Tomkins and D. King presents an 
interim report on shareholders’ behaviour on the 
new issue market. ` 

On more general topics T. A. Lee reflects the 
growing interest in the consumer of accounting 
information. 


The annual subscription to-Accounting and Business | Ы 
Research is £5 for four issues. ` 
Orders for new subscriptions, renewals of existing 
ones, and inquiries for bankers’ order forms should 
be addressed to: 
Accounting and Business Research 
56-66 Goswell Road · 
London ЕСт 


» 
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Underlying Problems in Discounted Cash | 


Fiow Appraisal 
R. A. Fawthrop 


During the last two or three years, business and pro- 
fessional journals in the UK have been devoting 
increasing amounts of space to expositions of the 
corporate appraisal of capital expenditure proposals 
by discounting the cash flows estimated to be generated 
by such proposals. The several alternative approaches 
under their various titles – present worth, DCF yield, 
internal rate of return, uniform annual cost, annual 
capital charge and so on – are featured to some extent 
in almost every book in quantitative management 
studies which has been published in this period. 
Accountants and others concerned in the financial 
management of economic enterprises continue to 
evince a steady interest in seminars and short courses 
devoted to these methods. It is noticeable that the 
content of relevant short courses, seminars and the 
like can today be planned on the assumption that many 
of those attending will have at least an elementary 
understanding of discounted cash flow appraisal. 
Financial executives in this country have generally 
been cautious in their welcome to these freshly- 
propounded (but by no means new)! techniques, and 
their actual utilisation is still not widespread. Given 
that even elementary understanding is so compara- 
tively recent, and that acceptance is still so tentative, 
it might seem rather premature to criticise discounting 
methods at this juncture. Because managerial accept- 
ance of such techniques is comparatively unsure, is, 
however, no valid reason for not seeking to apprise that 
same management of the demerits of the techniques. 
Bluntly, too much writing and presentation in dis- 
counted cash flow appraisal is unacceptably, even 
dangerously, superficial. Financial managers seem to 
be intuitively aware of this, finding that an excessive 
pre-occupation with the calculus of the various 
methods, and debate as to their relative superiorities, 


1 Many recent studies — e.g. R. H. Parker ‘Management 
Accounting – an Historical Perspection’, MacMillan, 1969 ~ 


. evidence the venerability of discounting: and the current 


development of discounting techniques in asset valuation is 
clearly rooted in the work of such authorities as Fisher, 
Keynes and Hicks in the "thirties. 


too often divert attention from issues of their realistic 
applicability or implications. This is partly true of all 
appraisal techniques, but is especially relevant to the 
greater sophistication of discounting techniques. 


Project Dimension 
In the first place, the basic determination of an 
‘investment project’ is seldom discussed. A. J. Merrett 
and A. Sykes have defined? such a project as: 
‘,.. a largely irreversible commitment of resources 
made in the expectation of securing generally un- 
certain future gains’ 
beyond doubt an excellent description of the project 
as a concept, but scarcely of great value in determining 
its dimension in value or in time. The theory is quite 
clear: all related incremental cash-flows are to be 
brought into account. Many projects do consist of a 


hard core of clearly discernible, relatively easily 


quantifiable capital and associated revenue expendi- 
tures and receipts; but many are also surrounded by a 
vague penumbra of indirectly related expenditures and 
receipts, which are sometimes capitalised, but some- 
times are not; sometimes foreseeable as quantities to 
be realised, sometimes overlooked as costs or gains of 
opportunities foregone. Often the relevance of an item 
may be seen, but difficulties of disentangling its value 
from some general operating context may occasion 
recourse to quantification by imputing rather than 
measuring. Accountants may be aware of these prob- 
lems, but the instinct of ‘that which is capital for the 
purposes of taxation’ may still supervene over that 
awareness, and the conventions of accounting are not 
well directed towards appreciation of the concept of 
opportunity cost even when it takes the form of hard 
cash foregone. Thus there is a lingering affection for 
book value in replacement analysis that is sometimes 
hard to supplant by net realisable value: and the con- 
cept of ‘obsolescence costs to infinity’ implicit in the 
too early replacement decision in conditions of 


? A, J. Merrett and A. Sykes, ‘Capital Budgeting and 
Company Finance’, Longmans, 1966: Introduction. 
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potential further improvement in equipment efficiency 
seems to come strange to many financial executives. 
This problem of project dimension is best examined 
in the context of project independence. To what extent 
is a project truly separable from its fellows? The issue 
discussed here is not that of statistical independence, 
but of quantification of dimensional independence. 
Statistical independence is a problem which is familiar 
enough to the student of the implications of uncertainty 
in business decision-making, and might be made 
familiar to the lay reader in the guise of the pros and 
cons of diversification strategies, or the snowballing 
effect so commonly found in a deteriorating or mori- 
bund industry. Essentially, statistical dependence 
raises such queries as ‘to what extent is the risk in this 
project affected by the risk in that project’, or ‘to what 
extent are the cash flows in one period of a project 
study affected by the cash flows of another period in 
that same study’. Dimensional dependence might be 
said to ask such questions as ‘to what extent does the 
evaluated result of this project realistically reflect its 
reliance on the acceptance or rejection of some other 
project to which it is technically or commercially 
linked’ remembering that all projects are at rock- 
bottom linked to that existing set of projects called 
the firm. Most projects are financially linked: but the 
appraisal of financing decisions is for later comment. 
Many of the problems of dimensional dependence 
arise out of time: more specifically, the inability to 
foresee beyond the immediate future, and the some- 
times unwillingness to see that far. For example: a 
proposal to increase the production capacity of a 
plant, the additional output having a ready market at 
acceptable prices, is appraised by some discounting 
technique – say, present value – and found to yield an 
adequate positive net present worth. However, dis- 
tribution of the extra product will, because of a 
necessary pattern of short trips running to tight 
delivery schedules, involve procurement of as many as 
six heavy road vehicles which will subsequently stand 
empty for considerable periods. On its own, the road 
vehicle project does mot meet the appraisal acceptance 
criterion: and if the two projects are regarded as two 
parts of one large plant-capacity-cum-vehicles project, 
the appraisal criterion is still not met. Yet if a larger 
addition to plant capacity were made, and the extra 
additional product supplied at some marginal price to 
some other new production process which would not 
satisfy the acceptance criterion at any higher price, 
then the vehicles could operate to capacity over the 
distribution range of new customers and new project. 
How many projects are there, and how are the joint 
capacity costs divided up and the product transfer 
prices quantified? Is it perhaps all one gigantic project? 
Is it not the case that really there seldom is a truly 
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dimensionaly independent project? Because if the 
first joint project of plant and road vehicles is turned 
down: but later becomes not only feasible but also 
essential when the potential profitability of the new 
process is evaluated, we have a dimensional linkage in 
time as well as in technology and commercial strategy. 
Taken to absurd limits, a desire fully to take each 
linkage into account might result in no project ever 
being appraised, and perhaps no project ever being 
implemented: on the grounds that one never can tell 
what the future will bring in the shape of new projects. 
Of course, if business is to develop and management 
to direct, some assumption of project dimensional 
independence must be in practice be made. But con- 
ceivably this yet may still involve a much more 
sophisticated essay in project definition than the 
literature would have one believe. 

The definition which is more relevant to the realities 
of the situation may be that of a set of linked projects 
rather than the individual project. This set would 
reflect not only dimensional but statistical project 
dependence, would seek to maximise some overall 
objective within the constraints of corporate policy 
and capital availability and might seek also to result in 
some corporate financial posture — e.g., in terms of 
liquidity – which management deems to have strategic 
value in terms of the capital market appreciation of the 
firm. The essential point is that the appraised result 
of the individual project within the set would be of 
comparatively little importance. Projects with (e.g.) 
comparatively low internal rates of return would be 
accepted because they complemented the joint 
characteristics of high-profitability projects in pre- 
senting a desired image in terms of corporate profita- 
bility, liquidity and durability as financial analysts and 
the money market measure these characteristics. 

The idea of appraisal of sets of projects rather than 
individual projects is a familar enough solution to the 
classical ‘capital rationing’ problem in appraisal 
studies, especially if project indivisibilities (the neces- 
sity of implementing all or none of a project, usually 
for technological reasons) supervene to any significant ` 
extent. Thus there are strong suggestions that invest- 
ment appraisal should be carried out in terms of mathe- 
matical programming, whereby project selection by 
sets is greatly facilitated. At the same time, manageri- 
ally imposed objectives other than, or in addition 
to, maximisation of the present value of the firm 
could be satisfied. 


Objectives and appraisal 
One such approach is reported by R. M. Adelson? in a 


зЕ. M. Adelson, “Discounted Cash Flow ~ Can we 
Discount It? А Critical Examination', Journal of Business 
Finance, Vol. 2, No. 2, Summer 1970. 


ле чт 
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| most provocative article which relentlessly exposes 


several of the more dubious claims which are from 
time to time advanced in favour of discounting tech- 
niques of appraisal by their more ardent advocates. 
However reluctantly, one must agree that there is a 
considerable amount of force in his argument that, 
faced with major problems of uncertainty and the 
need to preserve some level of corporate liquidity, 
management can scarcely be castigated for relegating 
the issue of ‘the time value of money’ to a relatively 
poor third in their order of important considerations 
in decision-making. Suppose a certain project were to 
promise the generation of a single large cash-inflow at 
some future point in time which will, with a high 


degree of probability, closely coincide with the then 


replacement of some major asset requiring substantial 
capital outlays (assuming replacement to be essential 
to survival — although this again is an example of the 
questionable dimensional independence of projects). 
Suppose this same project were to demonstrate an 
unacceptably poor net present worth. Is such a project 
to be rejected out of hand, or is there not a case for 
asking ‘what is so special about present value? Here 
again is to be discovered an aspect of the time-linkage 
of projects, in terms of the question of what resources 
are to be committed to the investment opportunities 
now perceived, and what reserved or regenerated to 
finance the future. It must further be noted that no 
really satisfactory solution has yet been devised to the 
problem of selection between projects of unequal 
potential lives, except in the trivial case. Some sort of 
replacement or reinvestment assumption is necessary, 
together with a (usually technologically based) 
decision as to the period or ‘time-horizon’ of the com- 
parison. In terms of corporate planning, how is a 
‘time-horizon’ to be set, what happens when the 
currently-examined planning period expires, and how 
are its objectives and results to be incorporated into the 
next planning period — for firms are not wound up 
just because a plan is attained? Argument has been 
advanced* that the real issue of capital expenditure 
control is not so much the appraisal of projects as 
ensuring the continuous innovation of projects of a 
sufficiently high profit potential. Without doubt 
selection is necessary to eliminate the dissipation of 
scarce resources in avoidable and non-strategic pro- 
posals which offer but an indifferent return. This 
renders it imperative that the selection techniques in 
use offer a valid assessment of that return. However, 
managerial attention must equally be focused on the 
needto be able to finance the high-yielding opportunity 
which may suddenly emerge, or to be able to bear the 


+W. W. Haynes and M. B. Solomon, ‘A Misplaced 
Emphasis in Capital Budgeting’, Quarterly Review of 
Economics and Business, February 1962. 
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abandonment losses of the investment which unfor- 
seeably has gone sour. Certainly in the UK, it is 
questionable whether the emphasis on the study of 
techniques in the appraisal of the investment decision 
has not been too much at the expense of the study of 
techniques in the appraisal ofthe equally vital financing 
decision. 

For the moment, it seems necessary to point out 
that no appraisal technique is an end in itself. Useful- 
ness lies in the ability of the technique to contribute 
to some principal objective. Over-concentration on 
the mechanics of discounting techniques obscures the 
fact that their real raison dêrre lies in their claimed 
ability to achieve such an objective: the maximisation 
of the present value of the company. This, it is then 
argued, can be shown to be synonymous with serving 
the best interest of shareholders, largely by maxi- 
mising the return on their investment in the company 
in the form of dividends or capital gain. Adelson is 
scathing in his criticism of both the hypothesis and the 
argument which is advanced to support it. It is true 
that the empirical testing of the several ingenious 
models which have been developed to demonstrate 
the mechanics of this synonymity is less than totally 
convincing in its outcome. Tt is equally true that the 
substantial realisation of this synonymity can be 
shown to be reliant upon a certain happy relationship 
of managerial and shareholder expectations, financial 
preferences and strategies which the lack of share- 
holder investment sophistication alone would render 
improbable, without the distorting effect of observed 
imperfections in financial communication and in- 
stitutional constraints — not to mention human 
irrationality. Empirical demonstration is hampered 
by the accepted fact that expectations cannot necess- 
arily be deemed to be simple extrapolations of 
observed results. The general unsuitability of much 
financial reporting for purposes of rational stock 
investment decision-making, does not make the task 
any easier. Nevertheless some synonymity between 
corporate profitability and shareholder economic 
welfare is often indirectly to be seen, and the occasional 
case of rare clarity (as in some corporate financial emer- 
gency) adds intuitive support to the hypothesis. Nor 
is it at all certain that some other project appraisal 
technique, such as mathematical programming, will 
necessarily offer some more perceptible link between 
appraisal objectives and shareholder interests. What is 
perhaps fairly certain is that the ‘older’ techniques of 
payback and accounting rate of return offer less. 

This apart, Adelson’s conclusion that: 

“The time has surely come for the marketeers to 

substantiate their claim that “Brand DCF appraises 

most profitably”. Until that is done, DCF is, and 
will remain, a “rule of thumb” which has no more 
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legitimate claim to fame than the methods it is 
supposed to replace.’ 

certainly cannot be dismissed out of hand, unpopular 

though it may be. As yet, no substantial empirical 

studies exist to show whether in fact, on observed case- 
studies, DCF appraisal was predictively more accurate 
than payback, accounting rate of return or whatever.’ 

As Adelson demonstrates, ad hoc hypothetical 

examples designed to show that project selection by 

payback would be ‘wrong’ whereas selection by (e.g.) 

net present worth would be ‘right’, prove nothing 

other than the ingenuity of their originators. There 
are no means of knowing how truly representative of 
the generality of real situations such examples are: 
and it takes no more ingenuity to devise examples 
where selection by present worth would be ‘wrong’, 
whereas selection by payback would be ‘right’. It all 
depends upon the criteria for ‘wrong’ and ‘right’. 
However, it is questionable whether the contrast is 
even valid. Discounting techniques are designed to 
test for project acceptability essentially on grounds of 
profitability. Payback tests for acceptability essen- 
tially on grounds of liquidity. Whether profitability 
is always a sounder criterion than liquidity must, as 
was earlier argued, surely depend upon the particular 
resource circumstances of the firm, its financial 
strategy in the context of corporate objectives and 
plans, and (very probably) its ownership structure. 


Data collection 

A further point which too often seems to be lost sight 
of relates to the material of discounting techniques. 
There is absolutely no reason why payback, accounting 
rate of return, or any other appraisal technique should 
not consist basically (and subject to what has been said 
earlier) of a careful ascertainment of all relevant initial 
outflows, a methodical projection and monetary quan- 
tification of future costs and benefits, an accurate 
calculation of all the corresponding tax flows, and the 
orderly plotting of all these at their appropriate points 
on a time scale. There is absolutely no reason why 
payback, accounting rate of return, etc., should not 
quantify all of these in cash flow rather than accounting 
cost and income terms, with time-plotting according 
to date of cash movement rather than date of liability, 
etc. In other words, careful and detailed accumulation 
of the raw material of project appraisal, their ex- 
pression in cash flow terms, and their orderly assign- 
ment to time-intervals, is not the prescriptive birth- 
right of discounted cash flow techniques of appraisal. 
Conceivably, it may be argued that the very essence of 


ë Adelson notes the study by D. A. Allen and R. 
Edgeworth-Johnstone, which is possibly the best known in 
this field and which does not establish any outstanding 
predictive merit for discounting techniques. 
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accounting rate of return is its use of accountancy 
measurements and timings of expense and income: 
but one sees practiced and described such a plethora? 
of alternative accounting rate of return calculations 
that one would hesitate to categorise the mere existence 
of such accountancy measurements and timings as the 
critical test establishing that accounting rate of return, 
rather than some other appraisal method, was in use. 
After all, how many presentations of discounting 
techniques seem almost to imply that all the accountant 
needs to do is to leave out the charge for depreciation ` 
and shift tax flows back by 12 months? 

On the issue of taxation: little attention is paid in 
project appraisal literature to the wide variety of tax 
situations which potentially face the analyst. The 
universal assumption seems to be that either the pro- 
ject itself will generate a sufficient taxable surplus, or 
that adequate taxable profits already exist elsewhere in 
the company’s operations, to mop up those generous 
initial or other capital allowances which authors and 
lecturers alike seem almost to imply are the sole 
prerogative of discounting techniques. The problems 
of time-plotting such allowances as carry-forwards in 
loss situations: the programming intricacies of selec- 
tion and timing which arise in such situations as when 
several subsidiaries of a group are submitting tax- 
adjusted evaluations, yet group taxable profits are 
inadequate to sustain all the potential allowances: the 
potentia] inter-dependencies of projects where the 
realisation of one project's capital allowances is a 
function of the acceptance or rejection of some other 
project or projects: the realistic treatment of disposal 
gains or losses accruing subsequent to the end of the 
appraisal study-period — such issues as these are left to 
the initiative of the analyst, who (one suspects) too 
often accepts a convention of *12-months staggering’ 
for want of inspiration to the contrary. Even in the 
case of a single-unit, wholly UK-domiciled company, 
one has seen the quite complex problems of judgement 
which are involved in deciding what, for that company, 
is a reasonably representative ‘staggering’ period. 
Issues of timing are of lesser importance in computing 
an accounting rate of return (unless, as is found on rare 
occasions, some exponential smoothing technique is 
applied to incorporate a liquidity constraint) than in, 
payback: but a due consideration of the wider con- 
ditional nature of tax flows is a requisite of all appraisal 
processes. 

АП these appraisal methods are equally exposed to 


6 Profit net of depreciation, gross of depreciation; 
adjusted for inflation, not so adjusted; adjusted for tax, not 
во adjusted; based on variable cost, based on total absorption 
cost, etc., expressed as a return on initial capital (with or 
without working capital); weighted average (various 
methods) of period-written down capitals; average of initial 
and last project year capital; and so on. 
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the problem of uncertainty. Perhaps coincidentally, 
the development of analytical procedures aimed at 
resolving this problem has proceeded alongside the 
development of discounting appraisal methods. Both 
are products of the growth, during the Jast decade or 
so, in the application of quantitative techniques to 
managerial decision-making. Certainly the mathe- 
matical orientation of the discounting process has 
facilitated a more rapid utilisation by its exponents of 
probability theory-based techniques for dealing with 
risk and uncertainty: but this utilisation has generally 
taken the form of additional processing of discounted 
data rather than developing some new discounting 
concept which inherently incorporates adjustment for 
uncertainty (crude adjustments such as increased or 
differential appraisal rates apart). Thus uncertainty 
analysis is observed to be most often associated with 
discounting appraisal, but this need not be so: 
representing rather a reflection on the user of pay- 
back or accounting rate of return rather than some 
inherent advantage of discounting. In one par- 
ticular, discounting practice is often uniquely capable 
of error in dealing with uncertainty. This is when un- 
certainty-adjusted cash-flows continue to be appraised 
by an appraisal rate based on a cost of capital estimate 
which in its very nature already incorporates a supple- 
ment for risk-taking. Here there is clearly a degree of 
double counting which seems frequently to be over- 
looked. It might also be argued that the more explicit 
correlation of discounting methods with shareholder 
benefits involves such methods with uncertainty to a 
greater extent, in view of the wider expectational im- 
plications of that relationship: and that failure 
accurately to adjust cash flows for uncertainty is all 
the more damaging to the credibility of discounting 
methods. Equally, it might be argued that this is a 
fault of the calculus of uncertainty rather than of dis- 
counting. 

The principal advantage over ‘older’ appraisal 
methods which usually is claimed for discounting 
techniques is that due recognition is given to the 
time-value of money. Something has been said 
earlier on this point, principally in the context of the 
counter-issue of liquidity. In general, however, the 
basic truth of the concept of the time-value of money 
cannot be denied. What can be queried is whether a 
determination to incorporate an allowance for this 
concept might not be satisfied only at a high price in 
terms of other distortions of the economic facts of 
industrial and commercial life as we know them. 


Reinvestment assumptions 

One such aspect of discounting appraisal techniques 
which should be of considerable significance to 
accountants especially, is the reinvestment assumption 
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which potentially is implicit in the mathematics under- 
lying the discounting process. This is a controversial 
issue: 

"The internal rate of return method implicitly 
assumes that the proceeds can be reinvested at the 
same rate ofinterestas the rate of return. The present 
value method assumes that funds can be ге- 
invested at the same rate of interest as the cost of 
capital’? 

‘A common misconception regarding DCF return 

is that the capital recovered from a project is re- 

invested at the projects rate of return over the 

remainder of its life.'? 
It is worth analysing the mathematical treatment of 
cash flows under discounting procedures, so that any 
implicit departures from UK accounting and financial 
practices arising out of reinvestment assumptions are 
clearly appreciated. No novelty whatever is claimed 
for the treatment, alternatives to which are to be found. 
in Robichek and Myers? and several other authorities. 
Yet discussion with accountants reveals a frightening 
lack of appreciation of the reinvestment issue. 

In what follows, and purely for the sake of simpli- 
fication; certainty, nil inflation, and a known, un- 
changed, discrete (annual) appraisal rate are assumed; 
cash flows are taken as discrete year-end quantities; 
and taxation is ignored. The project is determinable 
and independent, and does not occur in a situation of 
capital or other-factor rationing. (The unwary reader 
may be not a little alarmed at the number of assump- 
tions to be specified before even this simple analysis 
can commence.) 

‘A single initial outlay now of £1,009 will secure a 

certain year-end cash inflow of £280 in each of the 

next five years. A present value calculation is 
carried out at an appraisal rate of 12 per cent. The 
resulting net present value is close to zero, indicating 

that the internal rate of return is approximately 12 

per cent. As net present value is not negative (as 

the internal rate of return is not below the criterion 
acceptance rate), the proposal should be accepted.’ 


"Н. Bierman, ‘Topics in Cost Accounting and Decisions’, 
McGraw-Hill, 1963, p. 125: supported by (inter alia) Van 
Horne, Solomon, Quirin and J. C. T. Mao in their various 
works 


* Merrett and Sykes, op. cit., p. 117. This does not prevent 
the authors from claiming (p. 108) that the accounting rate of 
return is inferior to the internal rate of return in its relation- 
ship to the published return on capital employed because the 
accounting rate ‘takes no account of the fact that capital is 
being reinvested’. At an earlier point in the book (p. 10) we 
read ‘8 per cent is the highest net of tax interest rate at 
which the company could raise money and not lose thereby, 
providing the company can repay the money as it chooses... 
ог... can reinvest the money to earn the same interest rate 
as the loan’. 

ЗА. А. Robichek and 5. C. Myers, ‘Optimal Financing 
Decisions’, Prentice-Hall, 1965. 
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At the moment of implementation (time t==0), the 
investor (person or company) disburses £1,009 and 
becomes entitled to five annual inflows of £280 each, 
the first inflow to be received in one year's time. This 
entitlement has an aggregate present value at 12 per 
cent of £1,009 or thereabouts. 

At the end of one year (y—2), the investor is about 
to receive £280; and is entitled to four more annual 
inflows of £280 each, the first of which inflows is to 
be received in one year’s time. The aggregate present 
value of this entitlement at 12 per cent or thereabouts, 
plus the £280 about to be received gives an 
aggregate investment worth, at that moment, of £1,130. 


TABLE 1 
Investment worth now (prior to receipt of 
amount now due) 


Amount now due 


Investment worth now (after receipt of 
amount now due) 


Obviously, immediately prior to implementation at 
t=o, the investment is worth nothing; because it has 
not yet been acquired. Immediately after the dis- 
bursement ~ notice F, is negative — the investor is 
entitled to five annual inflows of £280 each, with a 
present value at 12 per cent of £1,009. 

The worth of the investment after disbursement is 
thus seen to have a declining ‘saw-tooth’ profile. This 
profile is a function of the mere efflux of time, for it is 
created as each annual inflow in turn is approached by 
the forward-moving present, becomes immediately 
due, is ‘consumed?’ or disbursed and leaves a reduced 
series of future cash flow entitlements behind it. In the 
end, the last entitlement approaches, becomes due 
and is disbursed, leaving nothing behind it. The 
investment is then valueless. 

Inspection of this data reveals a dual change in 
investment or project value between one period and 
the next: 

I. Immediately after one cash flow has been con- 

sumed, the next cash flow is a year distant. But as 

the appraisal base moves through time towards it, 
it becomes nearer and nearer (it is subject to less and 
less discounting) until it is immediately due (it has 

a present value of unity). Thus the value of the 

investment, so long as that approaching cash flow 

is not yet consumed, APPRECIATES in time 
merely through the passage of time. For example, 
at time (1==3), ie. immediately prior to the con- 
sumption of Ез, the passage of time since F} was 
consumed has improved the project value from 
£672 то £753, an appreciation of £81. Appreciation 
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Once the amount now due has been received, the 
remainder of the investment is worth £850. 

At the end of two years (t—2), the investor is about 
to receive £280; and is entitled to receive three more 
annual inflows of £280 each, the first of which inflow 
is to be received in one year’s time. The aggregate 
present value of the entitlement at 12 per cent is £673 
or thereabouts, plus the £280 about to be received: 
giving an investment worth, at that moment, of £953. 
Once the amount now due has been received, the 
investment is worth £673. 

These calculations can be repeated for each of the 
five years of project life,and tabulated as shown below. 


Time (t) 
2 3 


0 1 
0 1,130 
(—1,009) 280 


1,009 





at this point is given by the expression: 
МУ Ма 
or, more generally, 
Wi— Vau 

2. As each cash flow is consumed, the investment 
must reduce in worth – there is one less entitlement 
left in the investment. This DEPRECIATION in 
the value ofthe investment is conveniently measured 
from one time-period to the next by the differences 
in period values immediately after consumption of 
the current due cash flow and when the next cash 
flow is a standard 12 months distance. Thus the 
depreciation between (t— 2) and (t— 3) is measured 
by a value-of £672 decreasing to one of £473, a 
depreciation of £199. Depreciation at this point is 


given by the expression: 
Va е У; 
ог, more generally, 
Уер 


Depreciation at (t=0) is a special case, requiring 
some explanation. Mathematically, it is a strict 
interpretation of the function Vit) У, where Vi 
is a non-existent time, without investment value, 
prior to the base or implementation time. It is 
literally appreciation (negative depreciation) be- 
cause it represents the sudden increase in the value 
of the investment, between the time of non- 
entitlement (because F, is not yet laid out) and the 
time of full anticipatory entitlement (immediately 
after F, is laid out). 

These two changes in values can be tabulated as 
in Table 2 overleaf. 


Fa 
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TABLE2 


МУ = 


Vit —-Ve= Dt 


Yi Di= Ft 


Yt will be noted that: 

I. Appreciation is symbolised by У. representing 
income. 

2. Depreciation is appropriately symbolised by Di. 
3. The totals equate to the figures for annual cash 
flows (F+) in the first table: 

Е.=Ү. +0, 

‘Cash flow іп a period is composed of income plus 
depreciation.’ There is a clear affinity to the 
accountants division of trading profit into deprecia- 
tion and net (appropriable) profit: but the calcula- 
tion of depreciation especially is very different from 
most accounting routines. Depreciation here is true 


TABLE 3 


Value remaining in investment after receipt 
of amount due 

Income accruing in next period 

Y «44188 96 of V 


The internal rate of return is seen to be given by the 
income fraction of cash flow expressed as a percentage 
of the value remaining in the investment: that is, as a 
percentage of the capital remaining in the investment, 
as the internal rate of return by definition just equates 
investment value and capital input. The implication 
is, that the depreciation fraction of cash flow is dis- 
bursed not only out of the project but also out of the 
investing firm — itis returned to the suppliers of capital. 


TABLE 4 
Time Depreciation Aggregate 


Dı reinvested 


159 
337 
536 
769 





Tn this tabulation, D, accrues at the end of period 1 
and is immediately reinvested over period 2 to earn 
£19 interest by the end of that period: when the 
interest is immediately disbursed as income. D, now 
accrues and is reinvested with D,: together they earn 
£40 interest during period 3, which is disbursed as 
income at the end of period 3 – and so on. 
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Time (t) 
2 3 
102 81 
178 


280 280 





economic depreciation, and may be defined as 
*erosion in value due to change of income earning 
capacity arising out of expiration of asset life’. Of 
course, if for a moment the assumption of certainty 
is abandoned, then a revision of expectations of any 
value Е, would alter both Ү; and D+. 
4. A cross summation of D; for t—I — 5 gives a 
total of £1,009, i.e. all capital is recovered over the 
appraisal period (which is the principal reason why 
depreciation is excluded in quantifying F; in dis- 
counting processes in the first instance), 

We are now in a position to examine the investment 

rate of return in some detail: 


(Internal rate of return — 12%) 
Time (t) 
о 7 2 3 


1,009 850 672 473 
121 103 81 
12% 12% 12% 





This scarcely accords with most types of corporate 
financing except perhaps bank overdraft. Even with 
instalment debt ~ e.g. leasing — repayment is by 
contractual schedule. 

If the depreciation fraction was not so totally dis- 
bursed, it would have to be reinvested within the firm. 
Let us examine the situation if the depreciation 
fraction is reinvested to yield 12 per cent, i.e. at 
the same rate as the yield of the generating project: 


12% Interest 
on aggregate 
rainvested 


Income-- 
interest 


121 
18 121 
40 121 
64 121 
91 121 


It will be noted that D, is not reinvested. Together 
with the aggregate of the reinvested fractions D,, D;, 
D, and D, it is retired from the project, which is now 
worthless. Thus all the capital in the project is dis- 
bursedat the end of the project life under this approach. 
'The investor has thus the prospect from this project 
of a five-years’ (end-of-year) income of £121 per 
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_ ` annum апа a (£795-+£250)==£1,009 capital recovery 
at the end of five years ~ a prospect with a present 
value of £1,009 at twelve per cent discount rate, 
yielding zero net present value for an outlay ‘of 
£1,009. | 

The income of £121 per annum is observably 12 per 
cent of the initial capital outlay of £1,009: and is 
- obtained as the aggregate of the income fraction of 
project cash flows plus income yielded by reinvestment 
of depreciation. This is all very much тоге in line 
with business usage and thinking. But it is attained 
only by reinvestment at the internal rate of return (at 
least) of the generating project. 
. Hence, potential project internal rate of return is 

only actually realised if and only if either capital is 
repaid at will to the amount of depreciation as it is 
. generated by the cash flows during project life; or that 
amount of depreciation is reinvested at that same rate 
of return over the project life (which may not be 
feasible in the case of the project with an exceptionally 
high after-tax internal rate of return) and is then dis- 


bursed in total as capital recovery at the end of the ` 


project life. One is tempted to deduce that, as share 
capital with limited liability may not by law be repaid 
at will, nor can long-term debt usually be redeemed 
save under contractual terms; yet as, for most com- 
panies, exceptionally high-yielding reinvestment 
projects do not readily abound; one is faced with 
a choice of the illegal or the impossible. 

One escape from this apparent dilemma is to appraise 
the investment or project solely in terms of an 


appraisal rate of interest at which reinvestment does - 


seem reasonably feasible. Such a rate might be termed 
an ‘investment opportunity rate’. If a company could 
at all times be sure of being in possession of all the 
capital funds that it could ever want, then obviously 
it would pay that company to push its investment and 
project expenditures right up to the point where the last 
(least profitable) investment just equalled the cost of 
those funds. Thus, the cost of capital sets a ‘floor’ to 

‘the ‘investment opportunity rate’. If management 
dictates that ‘no project shall be undertaken which 
does not yield better than x per cent-return’, it follows 
that if x per cent is higher than the present cost of 
capital to the company, while further capital with an 
incremental cost of less than x per cent is still available 
to the company: then this managerial decision is a 
sub-optimal policy because profitable projects are 
being needlessly discarded — unless there are other 
constraints for those investments, such as a shortage 
of suitable expertise in project supervision. Even then, 
only if attracting new supervisors would be at a cost 
which would cause sufficient otherwise acceptable 
projects to yield an inadequate return, is the policy not 
sub-optimal over the longer period. 


vt 
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Financing decisions - | 
The weary reader may now perceive the next set of 
pitfalls which opens up before him. It really does seem 


‘more meaningful to appraise capital expenditure pro- 


jects by a rate of interest at which cash flow reinvest- 
ment is sensible.!? But what rate of interest? 

One suggestion might be to choose a ‘safe’ rate — i.e. 
an investment opportunity rate significantly greater’ 
than any estimated cost of capital, but still thought to 
be reinvestment feasible. The result may well be sub-: 
optimal decisions. One reason — the potential dis- 
carding of potentially profitable activities — was sum- 
marised in the previous paragraph. А second reason 


^ is that the net present worth of a project alters as the 


appraisal rate of interest is varied: not in strict pro- 
portion to that variation, but according to the cash 
flow time-profile of the project. Thus, at a discount 
rate of 12 per cent project А is acceptable, project B 
is not: at 18 per cent (say) B is acceptable, A is not. 
(This sort of thing would happen if, for example, B 


‘had a largish net outflow late in its ‘life’.) Generally, 


such a policy would tend to screen out projects with 
long gestation characteristics, which are not neces- 
sarily the least profitable. Safe, low-cash-flow projects 
would also be rejected. An arbitrary choice of appraisal 
rate, justified on the grounds that at least it is higher 
than the cost of capital, may in given circumstances 
not attract too great an incidence of these problems of 
altered rankings – but is an unknown margin of error 
acceptable? 

An alternative would appear to be to use a best 
estimate of the long-run cost of capital for the firm. 
'The immediate problem is to settle upon such an 
estimate. Various quantification models exist, but 
again the fundamental issue is one of an unknown 
potential margin of error. A favourite argument of 
those who would nevertheless make such a quanti- 
fication is to the effect that quite significant changes in 
appraisal discount rates make little or no difference in 
project selection or acceptance. Unless one can know 
the cash flow time profiles of all projects to be thus 
appraised now and in the future ~ and plainly, that is 
a fallacious assumption ~ then one just cannot know 
tbat "little or no difference" is an absolute truth, a 
general truth, an ‘acceptable’ truth, or true with ‘m per 
cent confidence’. Further, if in fact a situation of 


' capital rationing obtains (and this is not always forsee- 


able whether in terms of demand for or supply of 


10 Le, net present worth evaluation is apparently pre- 
ferable to internal rate of return analysis. The latter is suspect 
anyway because of its potential inability to give correct or 

meaningful answers in situations of mutually exclusive pro- 
jects (unless incremental analysis is also" used), multi-yield 
projects, mixed projects (except in a modified form) and 
project indivisibilities in capital rationing situations. How- 
ever, net present worth is by no means without its problems. 
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investible funds) such that projects with a positive net 
present worth at this ‘cost of capital’ appraisal rate 
have to be rejected; then this rate is obviously 
irrelevant (which is why the much-advocated ranking 
of projects by present worth indices as a selection 
technique in rationing situations is usually irrelevant). 
Some other (higher) cut-off rate is required, and at 
once the problems of changes in project ranking as the 
discount rate varies come into play. More importantly, 
if project indivisibility (the need to implement all or 
none of a project) is significant then what is required 
is that cut-off rate which will maximise the aggregate 
net present worth of that set of projects which most 
nearly satisfies the rationing constraint as an equality. 
Given that several competing sets, containing common 
project elements, would satisfy the rationing con- 
straints: and that project postponement or advance- 
ment in time may be feasible, with different rationing 
constraints projected through time; and that inter-set 
relative net present worth superiorities shift with 
variations in the discount rate: it will be seen that 
recourse to mathematical programming is essential, 
and that even use of this tool of analysis is in this case 
subject to a formidably complex and voluminous 
computational load. Any less comprehensive solution 
process may be dangerously superficial. 

It must be noted the problem is much intensified 
where, even though the cost of capital may be relevant 
and can be quantified, it is seen to be an increasing 
function of the demand for capital by the firm. This is 
basically an aspect of financing decisions, operating 
not only through recourse to more expensive capital 
but also through reciprocal effects on existing capital 
costs which may (or may not) become effective as 
existing shareholders and creditors become (or do not 
become) averse to new capital raising operations 
which are seen as prejudicial to the safety of their 
present investments. ‘Financial risk’, as this phenome- 
non is termed, is a controversial issue, both as to the 
direction and the extent of its influence on the cost of 
capital; but it must be taken into managerial con- 
sideration. Thus as the firm seeks to break out of the 
straightjacket of a shortage of capital (relevant to the 
investment opportunities it sees before it) by having 
recourse to newer and more expensive forms of debt, 
so those same opportunities may have to be re- 
appraised at an increasing appraisal rate and may be 
found thereby to be altered in their attractiveness. In 
this case, project selection may well be guided as much 
by consideration of potential liquidity generation as 
by potential profitability. 

Mention was earlier made of the generally sparse 
attention which, in discussion in the UK, is devoted 
to the financing decision as opposed to the investment 
decision. Surely, ‘where best to get the money from’ 
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is as important as ‘what best to spend the money on’. 
Such discussion as there is usually centres on the issue 
of capital structure as it creates ‘financial risk’. 
Generally, the discussion is concerned with a paradox. 
As debt normally is a cheaper form of capital on an 
after-tax basis than equity, financial management 
should strive to use as much debt as possible. The 
average cost of capital will be reduced, which implies 
a greater range of feasible investment opportunities 
and a consequent promotion of shareholder interests. 
But the same shareholders will take fright at an 
excessive use of debt, abandoning their investment in 
the firm, depressing share prices and thereby putting 
up the cost of equity capital. Creditors too will seek a 
higher return on new loan capital, especially if it is 
subordinated. Thus there is some optimal financing 
equity-debt structure at which cost of capital is mini- 
mised, and towards which corporate financial strategy 
should be directed. By extension of this argument, 
management should adopt as financial policy some 
well-nigh immutable long-term debt-equity ratio 
which they estimate as optimal in this sense, thereby 
establishing the weights to be used in calculating the 
average cost of capital. This policy decision is taken 
quite independently of the various investment de- 
cisions which are to be appraised in terms of that cost 
of capital. 

The whole argument ignores ‘financial linkage’ ~ the 
ability of investment projects to generate funds for 
the financing of subsequent or contemporary projects: 
either in the form of reinvestable cash flows or hypo- 
thecable assets. What ought to matter is not some 
arbitrary ratio of debt to equity, but the ability of a 
firm’s cash flows to service and liquidate debt ~ what 
might be termed the ‘debt-supportiveness of cash 
flows’. It would follow that the ‘optimum debt-equity 
ratio’ would be a function of the prospective cash flows 
of the individual firm, and might fluctuate quite 
sharply from one period to another. Judging from 
experience and from discussion, some bank managers 
and other credit institutions certainly see it this way. 

However, many dissertations on financial policy 
continue to insist upon a clear separation in manage- 
ment thinking, between investment decisions and 
financing decisions. Investments are to be appraised 
first to establish the quantity of capital required; 
which will then be raised in the predetermined ratio 
of equity and debt. Obviously, the investment 
appraisal rate is to be based on an average cost of 
capital wherein the weights used to derive the average 
are those established by the predetermined debt- 
equity ratio. Thus it is internally consistent to speak 
of the cost of capital as being based upon the ‘chosen 
long-term capital structure’ and necessary to assume 
that management has the data and knowledge on which 
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to base their choice.“ This assumptionis quite necessary 
to the whole argument. If not, then the cost of capital- 
based appraisal rate may be higher than necessary, 
stultifying investment and the promotion of share- 
holder economic well-being: or more-or-less inconsis- 
tent, even random, movements in capital structure 
may take place ~ which would vary the cost of capital 
and so necessitate re-appraisal of programmed invest- 
ments. In this second alternative, investment policy 
becomes extremely short-term and may become an 
iterative process. 

An interesting joint-product of this ‘separate 
decisions’ approach is the treatment accorded to the 
evaluation of instalment-debt such as hire-purchase 
and leasing. The different interest costs and repay- 
ment schedules of competing instalment-debt con- 
tracts naturally means that at any given time different 
amounts of finance are outstanding (are being utilised). 
At once it becomes imperative to calculate the amount 
of debt involved, as this may contravene the pre- 
determined debt-equity ratio. Quite intricate (and to 
this writer, ludicrous) analysis becomes necessary. 
Another consequence is that to be consistent it be- 
comes necessary to compare leasing only with other 
forms of debt. It cannot be compared with equity 
financing, because (given a predetermined debt-equity 
ratio) it can never substitute for equity. It can only 
compete for a share of the total allocation of debt 
financing, and so can be compared with other forms of 
debt only. This seems unnecessarily restrictive, and 
in practice would almost certainly not be adhered to.!? 

Yet another result of the ‘separate decisions’ 
approach is far less defensible. Different forms of 


11 J, F. Weston and В. F. Brigham, ‘Managerial Finance’, 
Holt, Rinehart & Winston, 3rd edit., 1969, p. 354, Chap. 11. 
This Chapter constitutes an admirable summary of the 
theory of separate financing decisions. These authors con- 
cede that lack of factual knowledge of the size and direction 
of shareholders’ financial risk-aversiveness compels accept- 
ance of the present capital structure as being the optimal one: 
which seems to make policy merely a confirmation of 
historical accident, in many cases. 

за See, for example, R. Е. Vancil, ‘Leasing of Industrial 
Equipment’, McGraw-Hill, 1963, especially chapter 4: 
or W. L. Ferrara, ‘Investment and Financing Decisions’, 
Accounting Review, No. 41, January 1966. Vancil in fact 
happily compares leasing with unspecified alternatives which 
look suspiciously like purchasing via equity. 

18 In practice, it probably will not. ‘Those clauses in the 
Articles of Association which limit the borrowing powers of 
directors would seem to set an upper limit to the debt-equity 
ratio: but in questioning company management and 

. auditors, this writer has found very few cases where hire- 
purchase and leasing were recognised as falling within that 
limit, as indisputably they should do. The short-term 
nature of instalment-debt contracts seems to exclude them 
from managerial concepts of debt, in most cases: and this 
despite the usual renewal of such contracts. It is for this 
reagon that it is considered that an average cost of capital 
calculation might very easily neglect to include for the use of 
instalment debt. 
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financing attract different tax allowance structures. 
Nevertheless, one continually sees, in teaching and in 
practice, investment cash flows set up which include 
capital allowances based on outright purchase. The 
cash flows are then appraised by a discount rate based 
upon an average cost of capital which includes (or 
should include) due acknowledgement of the use and 
cost of other forms of financing. At the very least, the 
tax cash flows built into the appraisal study should be 
a weighted average of those different allowances which 
would eventuate under the different financing methods 
envisaged in the cost of capital. This would be con- 
sistent – it would also be laborious. (It is, of course, 
axiomatic in discounting principles that to appraise a 
project discriminatorily — i.e. at the cost of the par- 
ticular type of capital to be used in financing that 
project — is erroneous. A ‘pool of funds’ approach must 
be used. A case for discriminatory appraisal can be 
made out in certain cases of extreme financial linkage.) 

It is questionable whether in fact any more than a 
very few companies do utilise a ‘predetermined debt- 
equity ratio’ of any real stability. Entrepreneurial dis- 
like of debt may keep it to a minimum. The analysts’ 
traditional ratios of ‘gearing’ and ‘times interest 
covered' do not seem to afford any clear guidance as to 
‘acceptable levels’ (nor as to a settled method of calcu- 
lation, for that matter). Most writers consider that the 
‘predetermined ratio’ should be in market-value terms : 
but how reliable is the share-price quotation for 
marginal transactions as an indicator of the market 
price of all the issued capital, and what about non-. 
quoted firms? An investigation was carried out to test 
changes in UK ordinary share earnings yields between 
1964 (a year of low business risk) and 1967 (a year of 
some deflation) for two large samples of companies: 
one sample of firms which was ‘low-geared’ in both 
periods, and one sample of firms which steeply in- 
creased (up to more than 50 per cent) formal capital 
gearing over the period. Sample earnings per share 
were very similar for both samples in both periods. 
Earnings yield showed, if anything, a decrease over 
the period for those firms which increased gearing, 
and a distinct increase for those which held gearing 
more or less unchanged. On this evidence, the con- 
cept of an ‘optimal capital structure’ does not hold in 
the UK over a very wide range of gearing; very large 
quantities of funded debt being accepted by share- 
holders with comparative equanimity. Given that 
instalment-debt is even less disclosed on the vast 
majority of UK balance sheets, the actual existence of 
a ‘predetermined debt-equity ratio’, or of realistic 
grounds for its existence, is very dubious indeed. 

In short, capital structure can and should vary 
within quite a wide range as corporate financial 
management seeks to take tactical advantage of fluc- 
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tuating liquidity situations and changing costs of funds. 
If this means that the average cost of capital varies, 
and thereby the investment decision appraisal rate 
becomes less than stable, that is scarcely good reason 
for imposing an artificial rigidity on financial planning 
and policy.. Two solutions are open to the analyst. 
Firstly, to realise that quite wide changes in capital 
structure will scarcely materially affect the average 
cost of capital within the range of his estimate of the 
individual costs of capitals — especially equity. If this 
is a way of saying that cost of capital quantification 
(and hence discounted cash flow appraisal) is funda- 
mentally imprecise, so be it. This appraisal technique 
is imprecise, and management should know it. 

Secondly, to abandon (as it should be abandoned) 
the artificial separation of financing decision and 
investment decision. Аз investment decisions are 
formulated, cash flows would be thrown up. These 
could be used for financial linkage ~ the financing of 
further projects: but the acceptance of new debt 
commitments would vary the average cost of capital, 
and thus the investment appraisal rate ~ involving a 
re-appraisal of both the first and second sets of pro- 
jects. А simultaneous solution of the problem is 
required, with the dual objective of optimising liquidity 
for financial linkage and investment for total set net 
present worth. It is possible to do this, using integer 
programming (or linear programming for a closely 
approximate solution) The computational load is 
heavy, and issues of project dimensional dependence 
and time-horizon remain to be solved. Using an 
iterative routine, it is possible to approximate a solution 
by manual data processing methods, albeit with a 
significant consumption of time and the risk of an 
unknown degree of error in some areas of analysis. But 
it all makes nonsense of the idea that an investment 
project can be usefully identified, dimensioned, ex- 
pressed in cash flow terms, appraised and financed 
independently of all other projects. 


Conclusion 

In this review there have been noted, in necessarily 
brief form, some of those less satisfying aspects of dis- 
counting techniques widely recommended for use in 
appraising proposals for major capital expenditures. 
No new discovery is claimed thereby: but as these 
techniques appear slowly to be gaining ground in 
acceptance and application, it is imperative that those 
so applying them should be aware of their inherent 
weaknesses. Not unlike certain alleged medical 
panaceas, discounted cash flow is indeed open to the 
accusation of having been over-marketed. If it has any 
superior claim for use over its rival appraisal tech- 
. niques, that claim is but of a negative character if it is 
that ‘discounted cash flow appraisals are done better’, 
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They may in fact be so, in terms of detail of analysis 
and of calculation, and in the usage of cash flows rather 
than income and expenditure: but that is a reflection 
on the way other methods are carried out, rather than 
praiseworthy in the calculus of discounting tech- 
niques. Discounting, it will be said, alone differentiates 
between and allows for the ‘time-value’ of money. So 
indeed it does – if the allowance factor (the discount 
rate) can reasonably be approximated; if uncertainty 
and rationing (liquidity) factors do not make the 
‘time-value’ of money comparatively irrelevant; and 
if the implicit reinvestment strategy is feasible in 
practice. 

It is possible to construct a theoretically appealing 
valuation model which clearly demonstrates a close 
consistency between project appraisal by discounting 
techniques and a rational corporate strategy based on 
the maximisation of the present value of shareholders’ 
equity. This is a major study in itself and unfortunately 
not one which has shown itself to be particularly 
susceptible of proof by empirical research. Its com- 
plete realisation can all too easily also be shown to be 
dependent upon a rational ordering or coincidence of 
managerial, shareholder and capital market expecta- 
tions, information resources and preferences (of 
liquidity and of income) which does not in fact appear 
to exist — except in the occasional case, which then 
seems very clearly to demonstrate that something like 
the model evidently does operate. 

However imperfect and distorted may be the 
transition from model to reality ; this potential integra- 
tion of discounting appraisal techniques with a valid, 
operable corporate objective is the real ground for 
claiming a superiority for discounting over other 
appraisal techniques. Hopefully, the present some- 
what reluctant and sceptical acceptance of discounted 
cash flow which inevitably leads to the current ex- 
cessive preoccupation with the ‘mere mechanics’ of 
the technique will with time develop into a wider (but 
no less sceptical) realisation that discounting has its 
own wide implications for financial decisions and: 
strategy. In particular, recognition of the flexibility 
afforded to financial structure by the more recently- 
developed forms of finance must be incorporated into 
financing decisions. The economist's concept of an 
idealised minimum cost capital structure, useful 
though it may be for the formal development of a body 
of financial theory, must give way to the reality of a 
more opportunistic financial policy: and fresh ways to 
integrate financing and investment decisions must be 
sought. 

With this there must come a requirement better to 
understand just what discounting techniques are and 
whatare their limitations, as wellas their contributions. 
That there are such limitations should not discourage 


ИУ 


SUMMER 1971 


199 


Capital Allowances and the Incentive to Invest 


John Mellors 


'The abolition of investment grants and the introduc- 
tion of the new capital allowances is intended, in the 
words of the government, to 'help promote the 
conditions likely to stimulate higher investment". 
Cynics might be forgiven for doubting the incentive 
effects of a change that was expected to save the 
Exchequer £150 million in a full year (page 7, 
Investment Incentives). One writer has already shown 
that where a project was eligible for an investment 
grant the post-tax profitability of such a project may 
actually decline under the new system.? The purpose 
of this paper is to widen the discussion and establish 
guidelines by which the impact of alternative systems 
of capital allowances may be assessed. In outlining its 
proposals the government noted that capital allow- 
ances affect both the post-tax profitability of new 
projects and the cash flow needed to finance these 
projects. The new allowances will be considered with 
reference to both these factors. The intention is to 
judge the merits of the new allowances per se, so that 
no attempt is made to predict the overall impact of the 
government’s policies upon investment behaviour. 
Moreover the discussion is in terms of the effect of 
capital allowances upon investment in plant and 
machinery alone. Finally, it is assumed throughout 
that industry evaluates its investments in terms of 
post-tax returns. Within these limits some useful 
conclusions can be drawn as to the incentive effects of 
the new allowances. 


1 Investment Incentives, Стапа. 4516, HMSO. 


* T. D. McDonald, ‘Investment Incentives and Decisions’, 
The Accountant, 3 December 1970, pp. 771-3. 


EXAMPLE 1 
(all figures to nearest £) 


Period 
(i) Pre-tax cash flow 


(ii) Capital allowances 
Taxable profit 
Tax pald (—) 

(iii) Post-tax cash flow 


Capital Allowances and Project 
Returns 
"We start by considering the impact of capital allow- 
ances upon post-tax project returns. It will become 
apparent that by increasing the rate at which an 
asset's cost may be written off against taxable profits 
the government is not increasing the incentive to 
invest so much as reducing the disincentive to invest- 
ment that is built into our taxation system. This 
built-in disincentive effect is attributable to the time 
discount factor and may be readily demonstrated. 
Consider the investmentprojectoutlined in Example 1. 
Тће Net Present Value (МРУ) of the pre-tax cash 
flow (row (1)) at a discount rate of то per cent is J-£1, 
and the investment should be undertaken. If the tax 
system were neutral as regards investment decisions 
this project would still be undertaken after the 
imposition of a proportional corporation tax. That is, 
if the tax rate was 45 per cent and the tax system 
neutral the post-tax NPV would be reduced to 
+ 055 but the project would remain profitable. 
Lags in the assessment of profits for tax rule out the 
possibility of complete neutrality, but when firms are 
required to depreciate asset cost over the life of the 
asset (in calculating capital allowances) the effect is to 
reduce the post-tax profitability of investment by a 
greater amount (proportionally) than profits are 
reduced by taxation. Row (ii) above shows capital 
allowances calculated on the basis of a combined 
initial and first year's writing-down allowance of 50 
per cent and subsequent writing-down allowances of 
20 per cent. The calculation assumes that the firm 
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has other income to absorb the large capital allow- 


: ances in period І so that when tax is payable in 


period 2 there is a reduction of £106 in the fitm’s tax 
bill. Discounting the post-tax cash flows of row (iii) at 


- то per cent yields a NPV of. — 82 and the project 


ceases to be profitable. This is the disincentive effect 
introduced by spreading capital allowances over the 
life of an asset. The higher the discount rate and the 


‘longer the life of the asset, the greater will be the 


disincentive to investment caused by delayed 
depreciation for tax purposes. It would appear then 
that by increasing the rate at which an asset’s cost can 
be written off against profits the government will be 
decreasing the disincentive to investment. 

Before proceeding te an examination of whether this 


is, in fact, the case we must decide upon a standard 
by which to judge alternative systems of capital allow- 
ances. The standard adopted here is the proportion 


of an asset’s cost borne by the government under a 


` given system of capital allowances, compared to the 


proportion of corporate profits taken by it via 
corporation tax. The proportion of an asset's cost 
borne by the government depends upon the tax 
revenue foregone in allowing capital allowances as an 
offset to taxable profits. Thus in the example above 
the NPV of capital allowances granted is: 


- 500 (14-0:1)-* 4-100 (1-F0'1)34-. . .+256 (1 -Fo1)9 


ie. £727. With corporation tex at 45 per cent the 
present value of tax revenues foregone by the govern- 
ment in granting capital allowances will be 0745x 


727 =4327. This figure represents 32-7 per cent of 


the agset’s cost. We can thus say that under the above 
system the government takes 45 per cent of taxable 
profits while bearing only 32°7 per cent of investment 
costs. Expressing the latter figure as а percentage of 
the former we can say that the government bears only 
72:7 per cent of investment costs that it should bear 
under a neutral system of taxation. Note that when the 
government’s contribution is in the form of capital 
allowances alone it would suffice to express the present 
value of capital allowances as a percentage of invest- 
ment outlay. The measure adopted here is used to 
accommodate the case of an investment grants plus 
allowances system. The system of capital allowances 
under which this measure approaches 100 per cent 
most closely will be that under which the disincentive 


"Ses to investment is least. 


This measure of the degree to which a disincentive 
to investment exists has been computed for. four 
alternative systems of capital allowances, the reus 
being shown in Table 1 below. 
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TABLE 1 | 
Proportion of Investment costs borne as Roni 
proportion of profits taxed (96) 


Project life (years) 10 


System (i) 
(ii) 
(iii) 
(iv) 


66:3 
73:5 





the firm has sufficient profits to absorb the capital 
allowances for a particular investment outlay in the 
year that they are granted. Given the latter assumption 
the profits arising from a given project are irrelevant 
to our measure, as is the size of the investment outlay. 
A further assumption made has been that of a singlé 
investment outlay made in period o, with zero scrap 
value at the end of the project's life. "This is certainly 
а simplified view of investment projects in practice, 
but. the simplification does not negate the general 
implications of the figures. Generalised expressions 
for the computation of the measure used, for each of . 
а а m the: Appendix th 
this paper. 

Under system (i) it is assumed that an investment 
grant of 20 per cent is received at the end of the first 
period, with writing-down allowances given against 
profits at the end of the second and subsequent 
periods. The tax rate is taken to be 45 per cent and the 
writing-dowh allowances are computed at the rates 
of 25 per cent, 20 per cent and 15 per cent for the 
project lives of 6, 8 and xo years respectively. This 
system corresponds to that previously in force for 
projects involving outlays on new plant and machinery 
outside the Development Areas. 

System (ii) relates to the old system of capital 
allowances for investment outlays ineligible for an 
investment grant. The tax rate is again taken to be 
45 per cent, with an initial allowánce of 30 per cent 
ерои 
а writing-down allowance in that and subsequen 
perioda ofa per cet, 20 percent or 15 percent s 
before. 

System (iii) corresponds to the new system of . 
capital allowances with the initial allowance of 60 рег . 
cent received at the end of the second period with 
subsequent writing-down allowances given at the 
standardised rate of 25 per cent. The tax rate here is 
taken to be 424 per cent. 

Finally, ‘system (iv) represents a system of free 
depreciation where roo per cent of an investment out- ~. 
lay could be written off against other income of the 
firm at the end of the first period. The figure pro- 
duced under this system will be unaffected by either 
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the tax rate or the project life. In all cases account has 
been taken of balancing allowances, where relevant. 

What are the conclusions to be drawn from 
Table 1? Firstly, it is apparent that where an invest- 
ment project was ineligible for an investment grant 
(e.g. because it involved second-hand machinery or 
related to a service industry) then the change from 
system (ii) to system (iii) has involved a reduction in 
the disincentive to investment. The effective contribu- 
tion of the government to the cost of an investment 
outlay has risen, but by an insignificant amount in the 
case of the 6 and 8 year investments. It would appear 
that the only substantial stimulus to investment 
provided by the new system is for longer term projects 
(with lives of 9-то years and over) where the invest- 
ment outlays were previously ineligible for investment 
grants. Moreover, where projects were eligible for a 
grant under system (i) the effective contribution of 
the government to the cost of investment outlays has 
declined sharply with the change to system (iii). For 
manufacturing industries with projects involving new 
plant and machinery the abolition of the grants has 
significantly increased the disincentive to investment, 
with a marked move away from the neutrality of the 
tax system in investment decisions. 

The government stated that ‘the investment grants 
scheme has involved a high public expenditure cost 
without achieving its objectives’. This implies an 
estimate of the level of new manufacturing investment 
in the absence of the grants scheme, and no such 
estimate has been reported. However, some of the 
government’s objections to the grants scheme were 
valid. The scheme involved an administrative burden, 
it arbitrarily discriminated against service industries 
and the grants were available whether or not profits 
were being made. The inclusion of system (iv) in 
Table 1 above (free depreciation) shows that such a 
system could answer these objections without 
involving the substantial disincentive effects of the 
government’s proposals. For the 6-year project in 
Table x even free depreciation would not yield so 
effective a contribution to investment outlays as that 
under system (i). However, the difference is not great, 
and for longer-lived projects a system of free deprecia- 
tion represents the smallest departure from tax 
neutrality that is possible in practice, given the 
inevitable lags inherent in the tax system. 

Of course, the idea of free depreciation is hardly 
novel, It is already granted for certain types of invest- 
ment outlay such as the capital cost of ships. If the 
government is serious in its wish to stimulate invest- 
ment via capital allowances then free depreciàtion 
should be extended to all classes of new investment. 
Firms that were not making profits would have to 
carry forward their capital allowances, thus losing 
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much of the benefit of free depreciation. The system 
would involve no further administrative burden and 
need not involve arbitrary distinctions between 
different sectors of industry. А system of free 
depreciation might also reduce the extent to which 
capital allowances are the plaything of successive 
governments. Free depreciation would not save the 
Exchequer money, but if the intention is to stimulate 
extra investment then free depreciation would raise 
the post-tax profitability of a number of marginal 
projects above zero. The rate of corporation tax could 
be maintained at 45 per cent since a reduction in the 
rate of tax has no direct effect upon the decision as to 
whether or not to undertake such marginal projects. 
Free depreciation would only seem generous by 
comparison with some earlier systems of capital 
allowances. It is more properly regarded as the system 
under which the government shares the costs of 
investment outlays to the nearest practicable extent 
that it already shares in profits. 


Capital Allowances and Cash Flow 
There is another side to the evaluation of alternative 
allowance systems, namely the extent to which 
different systems reinforce the cash flow needed to 
finance investment outlays. Here it becomes necessary 
to move away from discussion in terms of individual 
projects to consider the firm’s investment programme 
as a whole. In moving to this overall view a number of 
simplifying assumptions are necessary if the analysis is 
not to become unduly lengthy. Thus the reader is 
asked to bear in mind that the following is intended to 
do no more than provide some tentative conclusions 
as to the efficacy of the new allowances in reinforcing 
a given firm’s cash flow. 

Capital allowances may be regarded as a method of 
allowing a certain proportion of profits to be set aside 
as tax-free funds for reinvestment. Of course, 
depreciation reserves that have been allowed as 
deductions from taxable profits are only one source of 
funds for new investment. A part of the increase in 
post-tax profits resulting from the reduction in 
corporation tax will increase the volume of post-tax 
retained earnings used to finance new investment. 
However, we are only concerned here with the extent 
to which the new allowances will affect the timing and 
amount of tax payable by the firm. Of particular 
interest is the extent to which growing firms benefit 
under alternative allowance systems. The greater the 
total of capital allowances received by a firm in any 
given year, the greater will be the reduction in tax 
payable in that year and the larger the boost to cash 
flow. The measure used here of the extent to which 
systems (i) to (iv) above will reinforce total cash flow is 
total capital allowances recetved in any given year, as a 


propor of gross investment aulas in ha year, a 
measure hereafter denoted by Р. · 

In practice, the total of capital allowances received 
in any year will be a function of the age distribution of 
. the assets to which they relate and the rates of 

- allowance applicable to. these assets. Moreover, gross 
investment: outlays are unlikely to follow а simple 
pattern of growth, consistency or decline over time. 
To view the fundamental properties of each allowance 
. system we abstract from these complications and 
assume (a) that every asset purchased by the firm is of 
' am identical nature with zero scrap value at tlie end of 
- ‘its working life, (b) that the gross investment outlays 
of the firm grow at a constant rate‘over time (although 
' this rate may be zero), and (c) that a firm always has 
sufficient income fram some source to absorb all 
capital allowances due. This’ last assumption is 
somewhat extreme and obviously unrealistic in the 
‘case of newly established firms. However, in assessing 
< alternative allowance systems per se, all that concerns 
us is the extent to which capital allowances could 
reinforce cash flow if such allowances could be 
absorbed. 

` Consider a firm that starts investing £500 per 
annum in certain machinery and assume that this 
machinery has a: working life of five years. Further 
assume that the ‘taxing authority permits only 
straight-line depreciation of this machinery in 
computing taxable profits. If the first capital allow- 
ances are received two years after the initial £500 
investment then total allowances received and the 
percentage of gross investment that they constitute are 
shown in Example 2 below. ' 


Example 2 helps draw attention to two points. Firstly | 


the pattern of P for the new firm in its early years 
depends upon. the rate at which assets can be 
‘depreciated for tax purposes. Generally, the more 
accelerated a' given system of allowances, the earliér 
the firm will feel the full benefit of the associated 


. EXAMPLE 2 


Period 
. (i) Investment outlay ; 
. (If) Capital allowances received 
(ii) as а percentage of (I) 
ће. Р 


EXAMPLE 3 . 
(all figures to nearest £) 


| Period 
Investment outlay 
Capital allowances received — 
P% 
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' reductions in tax payable. Thus а бо per cent initial > 
Sewanee reinen the теш oF in period 2 dove Kei 
20 per cent to 6o per cent. 8 
"Thé second paint concerns the equllibytu llis oF 


'P that is attained when the final allowance has been 


received for the initial investment outlay, i.e. at the 


_ end of year 6 іп Example 2. This equilibrium value of 


P will ошу be roo per cent when gross investment 
remains constant over time. If gross investment is 
growing over timé then total capital allowances 
received will amount to less than 100 per cent of gross 
investment in any year, unless it. were possible to 
grant instantaneous free depreciation. Let the details. 
of the above example be unchanged except that | 
outlays now grow at IO per cent per annum. The 
equilibrium value of P falls from 100 per cent to 
69 per cent as shown in Example 3. 

When gross investment outlays are not constant over 
time the equilibrium level of P will not be the same 
under different allowance systems. By granting 


‘higher’ initial allowances systems of accelerated. 


depreciation raise the equilibrium level of P from that 
under straight-line ‘depreciation, for as long as the 
growth is maintained. Generally, the more accelerated 
is our allowance system; the greater the proportion of 


‘the growing firm's investment that can be financed 


with tax-free depreciation funds. In assessing the 
extent to which different allowance systems can 
reinforce the firm's cash.flow the pre-equilibrium 
pattern of P will be relevant to the newly established 
firm, while the equilibrium level of P will be of 
concern to firms in existence, long enough to have 
received the final allowance on their initial outlays. 

. Table 2 below gives some indication of the extent 
to which allowance systems (i) to (iv) would reinforce 
the cash flow of a newly established firm. In com- - 
puting ‘Table 2 it was assumed that the firm's invest- 
ment outlays grew at a rate of 5 per cent per annum 
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working life of six years. 

The calculation of P under system (1) is complicated 
by the distinction between a capital allowance and an 
investment grant. Since the former is granted against 
taxable profit while the Jatter is a cash payment, 
investment grants have been converted to a capital 
allowance *equivalent by dividing the grant by the 
tax rate (assumed here to be 45 per cent). Thus a 
grant of £200 for new machinery costing £1,000 is 
viewed as a capital allowance of £200 --0:45= 444, 
received at the same time. The former represents a 
direct addition to cash flow of £200 while the latter 
would reduce tax payable by £200. Following this 
procedure the values of P under system (i) compare 
extremely favourably with an allowance system of type 
Gi) or (iii). It can be seen that the build-up of grants 
and allowances under system (1) is far faster than that 
under systems (ii) and (iii). Thus, to the extent that 
new firms invest in new plant and machinery, the 
change to system (iii) represents a weakening of their 
cash flow. This is even more apparent when it is 
remembered that in practice the grants were not 
dependant on the new firm earning immediate and 
substantial profits. Other calculations would show that 
system (i) would always be more advantageous than 
systems (ii) and (iii) for the growing new firm. If free 
depreciation were to be granted against profits at the 
end of the second year of operations the equilibrium 
value of P would be achieved at the end of that second 
year and so, tq the extent that allowances were 
absorbed, free depreciation would represent the most 
immediate boost to the cash flow of the firm. Where a 
firm would not previously have attracted grants 
towards its investment outlays the change from (ii) to 
(iii) will reinforce such a firm’s early cash flows, in that 


_ greater allowances will be received that much sooner. 


However, the added degree of acceleration under 
system (iii) is barely significant in Table 2. An exten- 
sion of the grants scheme or introduction of free 
depreciation would have been far more useful for firms 
ineligible for grants, while the cash flow of new firms 
previously eligible for grants has been noticeably 
weakened by the change. 

If we turn to consider the equilibrium values of P 
for the established firm we are drawn to a similar set 
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of conclusions. Table 3 shows equilibrium values of P 
for various asset lives and growth rates of gross 
investment, Generalised expressions used in the 
computation of Table 3 are to be found in the 
Appendix to this paper. 


TABLE 3 
Equilibrium values of P (96) 


Asset life (years) 


Growth rate 596 


Growth rate 1096 
System (i) 

(ii) 

(iii) 

(Iv) 





With an assumed rate of growth of 5 per cent per 
annum system (i) might appear to be almost too 
generous in boosting cash flow. Total allowances 
granted in any year (for assets of either 6, 8 or xo year 
life) actually exceed investment outlays in that year. 
This illustrates the rare case of a government fore- 
going more in tax revenues than would be required 
under a strictly neutral system of taxation. The 
generosity is not repeated under systems (ii), (iii) or 
(iv), where total allowances against taxable profits in a 
given year are less than the investment outlay in that 
year. Free depreciation constitutes the second-best 
system where the established firm is growing relatively 
slowly, while the only significant benefit to be gained 
in a change from system (ii) to (iii) involves firms with 


investments in long-lived assets. Where investment is 


growing at то per cent per annum firms stand more to 
gain by a change from (ii) to (iii), although (1) remains 
а sounder method of reinforcing cash flow. Free 
depreciation comes into its own where asset lives are 
long and growth rates high. Under these conditions it 
could provide larger offsets to taxable profits (and 
hence greater tax savings) than those provided under 
any other of the three systems. 


Capital allowances received as a proportion of investment outlay at end of year n (96) 


Year (n) 0 1 


2 3 4 


73-4 
59-3 64-9 
63-1 69:2 
95:2 
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Summary 
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from the particular examples above, oversimplified . 


and highly specific as they are. Given the circum- 


stances peculiar to each firm's investment programme, : 
only that firm will be in a position to compute the | 


gains or losses under the change to the new allow- 
ances, and even then may prefer to ignore such gains 
or losses. However, the above analysis does provide 
some indication of the relative merits of alternative 
allowance systems in reinforcing the cash flows of 
investing firms. Тһе new capital allowances per se are 
unlikely to Boost the cash flows needed to finance 


investment in plant and machinery to any great’ 


extent. Indeed, cash flows for investment in new 
machinery may be appreciably weakened by the 
change. These conclusions reinforce those reached 
earlier in relation to the post-tax profitability of 
‘individual investment projects. The new capital 
allowances provide, at best, a negligible incentive to 
additional investment. At worst they may well serve 
to decrease the incentive to investment. 


Appendix 

Notation: . 

Rate of investment grant 

Rate of writing-down allowance 
Rate of initial allowance 

Rate of discount 

Rate of corporation tax 

Rate of growth of investment 
Investment life in years 

Initial level of gross investment 


ti wd og » ded d 
Shoat = gm 


It is assumed that an investment grant is receivable 
one year after expenditure upon an asset, and that 
capital allowances are granted against taxable income 
at the end of two years after such expenditure. Free 
depreciation is taken as being granted after one year. 


Individual à projects 
If we denote the present value of tax reductions plus 
investment grant (where applicable) given against the 


cost of an investment outlay as a proportion of . 


(investment outlay x tax rate) by R, then under the 
assumptions of system (i), 


__в 80-8 (+) (ra 
а(н) (14-0 (14-а) 

|» 1-92 

сан 


Under systems (ii) and (iii) b represents the total 
first year's allowance (ie. b—o'3--a under system 





+ 


(3) 
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(8) 06 m ue Under systems (ii) and Е 





(iii), 

go равна 
m (GH) iFa) 

(r—b) (1—8)n7* 


5 Р І 
У the assumptions of system (iv), R (Cy 
Growth of total capital allowances 

Denoting total capital allowances received at the end 
of any given year as a proportion of gross investment " 
outlays at the start of the next year by P, then under 
the assumptions of system (i) the equilibrium value of 
P is composed of three elements, 

(1) gl (1--r) 

| t. 

the capital allowance equivalent of the investment 
grant received for investment made at start of year n, 


(2) I (1—g) (-—2»- 


the balancing allowance reosved for the initial 


investment outlay, 


al (1+r) (1—8) [а +e- —(1 aj] 
(a+r) 


the total of capital allowances granted at the end of 

year n on outlays made in years 1 to (n—1). 
Summing these three elements and expressing the 

result as a fraction of the investment outlay at the 


‘beginning of year (n--1) ie. I(r--r)", yields the 


equilibrium value of P under system (i). 
А similar procedure yields the equilibrium values 
of P under systems (ii) and (iii), where the three 


elements to be summed are, 
(1) bI (т prp 
с) I (1—b) (iat 
з) al EOD (1—b) [+14 (1a) 4] 
(а) | 
Finally, under system (iv), the Lm value of 
Pis given by the cR Р = 


афт) T 


Note that if r—o, the expressions representing 
systems (ii), (iii) and (iv) reduce to a value of P=1. 
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Measurement of Divisional Performance 


J. F. Flower 


Many large British companies use the divisional form 
of organisation. The responsibility for running the 
division is delegated to a divisional manager. The 
company’s central management remains ultimately 
responsible for the efficient operation of the division 
and normally fulfils this duty by measuring the 
division’s performance — generally by means of a 
divisional profit and loss account. If the division’s 
performance is shown to be satisfactory, the central 
management considers that it has fulfilled its duty at 
least until the next occasion for checking on perform- 
ance. If the divisional profit and loss account reveals 
unsatisfactory performance, this is a signal for some 
form of action by central management — perhaps to 
supervise more closely the division's affairs, or to 
replace the manager. Often this action will be un- 
pleasant for the manager. Therefore the way in which 
the division's performance is measured will have a 
profound effect upon the way in which the divisional 
manager will make decisions. The most important 
decisions with which he is concerned are those con- 
cerned with capital investment. There is a danger 
that in this area he may be induced to take what is 
demonstrably a wrong decision because of the way in 
which his division's performance is measured. 

This possibility can be illustrated by means of the 
example given in Table r. The divisional manager 
has to choose between the three projects listed there. 
Each involves an immediate cash outlay of £105 for a 
machine, followed by net cash inflows for the next 
three years at the end of which the machine is sold 
for scrap for £15. The projects are mutually exclusive, 





Table 1 
Projects 





£ 
Machine cost 0 105-00 
Net cash flow 1 25-00 45-00 1-00 
Net cash flow 2 46-00 30:00 1:00 
Net cash flow 3 59-88 25-00 133-00 
Scrap value 3 15:00 15.00 15-00 















only one may be undertaken. То ease the analysis it 
is assumed that, over the period, the division has no 
other assets or income. 

There is no doubt among academics as to the 
method that the manager should use to choose 
between the projects. There is only one method that 
will always give a decision consistent with the aim of 
maximising the wealth of the company’s owners: 
discounted cash flow analysis. It is not the aim of 
this article to prove this point; this has been done 
conclusively by a number of writers. One accepted 
variant of discounted cash flow analysis is to calculate 
the net present value (NPV) of a project’s cash flows, 
discounted at the company’s cost of capital, assumed 
to be ro per cent. The calculations for project A are 
shown in Table 2 which also gives the NPV’s of the 
other projects. The manager should choose the pro- 
ject with the highest NPV provided the NPV is 
positive. A negative net present value indicates that a 
project is in absolute terms undesirable; it is prefer- 
able for the company to undertake no project at all 
rather than accept it. In this case, project A has the 
highest NPV (+£11.18) and therefore should be 
chosen. 


Table 2 

Calculation of NPV of future cash flows 

Project A ; 

t 116) Net cash flow. Present value 
1:0000 5 5 
0-9091 


0:8264 
0-7513 


—105-00 
4- 25-00 
+ 45-00 
+ 74:88 


—105-00 
+ 22:73 
+ 37:19 
+ 56:26 


+ 11:18 


Зиттагу: 
Project 
A 


i 
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However, it is by no means certain that the divi- 
sional manager will choose project А. Surely he will 
tend to pick that project which will subsequently give 
the best performance for his division. Table 3 shows 
how his performance will be measured in the follow- 


. ing year. It assumes that the project involves no 


working capital and that the machine is depreciated 
on the straight-line basis. Project B is shown to be 
more profitable than project A. Clearly there is a 
danger that the divisional manager will reject project 
А and undertake project B ~ an inferior project with 
a negative net present value indicating that under no 
circumstances should it be undertaken. 

The essential problem is that the measure of 
performance is inconsistent with the method of plan- 
ning. According to the planning criterion, the pro- 
jects are ranked A, C, B, with an accept/reject point 
between C and B, i.e. if the projects were not mutually 
exclusive А and C should be accepted and B rejected. 
The crude measure of performance given in Table 3 
ranks the projects C, A, B, with the accept/reject point 
between C and А. C gives rise to acceptable perform- 
ance, À and B to unacceptable performance. The 
method used to measure performance yields a com- 
pletely wrong answer. This can only lead to wrong 
decisions by divisional management. The question is 


. whether it is possible to devise a means of measuring 


performance that is consistent with the discounted 
cash flow method of capital investment planning. 
This question will be posed firstly in relation to the 
NPV method that has already been introduced and 
secondly in relation to the other accepted variant of 
discounted cash flow analysis—the internal rate of 
return method. 


Table 3 
Divislon's profits in year 1 


Project 
B C 


А 
Е Е £ 
i 


45-00 
30-00 


1:00 
30-00 


Sales less cadi expenses x. 
Depreciation 


Profit (loss) (5-00) 15-00 (29-00) 


The NPV method yields an answer (the NPV) 
which is an amount of money (-- £11.18 in Table 2), 
and hence the appropriate measure of performance 
would be in similar terms, i.e. a certain sum of money. 
It is a reasonable objection to the measure used in 
Table 3 above that a long-lived project should not 
be judged purely on the results of one year; the whole 
life should be taken into account. Table 4 gives. the 
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total profits of the three projects over their lifetime 
of three years. This measure of performance provides 
neither the correct ranking nor the correct accept/ 


‘reject point. C is shown to have better performance 


than À; B shows a positive overall profit, which gives 
the erroneous impression that it is an acceptable 
project. The reason for the incorrect ranking of Table 
4 is that it gives the same weight to each year's profits 
regardless of when it is earned. Discounted cash flow . 
analysis is based on the principle that cash received 
now is worth more than cash to be received in the 
future since it can be invested to earn interest in the. 
interim. 


Table 4 


Total profits over three years 


Project 
B 


Therefore future cash receipts are multiplied 
by a discount factor to reduce them to a smaller NPV. 
The same principle can be applied to profits. This 
has been done in Table 5, which shows the net present 
value of the future profits of the three projects. Here 
is a measure of performance that gives the same 
ranking as Table 2: А, C, B. However, B is shown to 
have a positive net present value of profits, indicating 
(wrongly) acceptable performance. Thus the measure 
of performance used in Table 5 is not consistent with 
the correct accept/reject decision. 


Table 5 
Calculation of NPV of future profits: Project A 
t 


t 110 Profit | Present value 

£ £ 
0-9091 
0:8264 
0:7513 


— 6-00 
-+15:00 
+29-88 


— 454 
+12:39 
+22:45 


430-30 


Summary: 
Projact NPY of future profits 
A +Е30:30 
В + 29:87 
C +£27-06 


The reason is very simple. The calculations in 
Tables 2 and § are identical except for the treatment 
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of the cost of the machine. This difference is brought 
out in Table 6. In Table 2 the cost is taken as the 
initial outlay less the discounted scrap value: a net 
present value of £93.73. In Table 5 the cost of the 
machine is taken into account by means of the depre- 
ciation charge of £30.00 per year; their total net 
present value is £74.61, £19.12 less than the true 
cost of the machine used in Table 2. 


Table 6 


Cost of Machine 


(a) Pertable 2: initial outlay less present 
value of scrap value. 
£105-00—£15-00x 0-7513 

(b) Pertable b: present value of 


depreciation charges. 
£30:00x 0:9091 
£30:00x 0:8264 
£30:00x 0:7513 


£27.27 
24.78 
22:53 


The problem is that conventional accounting state- 
ments understate the cost of capital items. This can 
be avoided by charging interest on capital employed: 
by deducting in the divisional profit and loss account 
an interest charge calculated on the basis of the 
division's net assets. This procedure has been ad- 
vocated by Professor Solomons, who uses the term 
‘residual income’ to describe profit after deduction of 
interest. The application of this procedure to project 
A is given in Table 7. The division is charged interest 
at IO per cent (the company's cost of capital) of the 
book value of assets at the start of each year. Its only 
asset is the machine which is depreciated on the 
straight-line basis. It is assumed that cash surpluses 
generated by the project are remitted to the head 
office. The net present value of the residual income 


Table 7 
Residual income of prolect A 


Year 

1 

£ 
25-00 
30-00 


45-00 59-88 
30-00 30-00 


Sales less cash expenses 
Depreciation 


16:00 29:88 
"50 7:50 4-50 


Profit before interest (5-00) 
1 


Interest 


Residual Income (15-60) 7:50 25-38 


Note 
Book value of machine 
at start of year: 


75-00 45-00 
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of project A is calculated in Table 8; it is identical 
with the net present value of the project’s cash flows 
shown in Table 2. This proves Professor Solomons’ 
claim that residual income is ‘the long-run counter- 
part’ of ‘the maximisation of the discounted present 
value of the enterprise’ – a claim that has led to some 
controversy. 


Table 8 


Net present value of residual Income: Project A 


1M 
( 11 c) Residual income 
£ 


Present Value 
£ 


—14-09 
+ 6:20 
+19-07 


0:9091 
0-8264 
0-7513 


—15:50 
+ 7:50 
+25:38 


+11:18 





The use of the concept of residual income has led 
to a measure of performance that is consistent with 
the net present value method of investment planning. 
However, for the divisional manager to be motivated 
correctly with this measure, he must: 

I. consider the whole life of the project, not just 

certain years in isolation, and, in addition, 

2. discount future cash flows at the company's 

cost of capital. 


Table 9 
Resldual income for year 1 
Project 
B 
£ £ 
Sales less cash expenses 25:00 45-00 
Depreciation 30-00 30-00 


15:00 
10:50 


Profit before interest 
Interest 


(5-00) 
10-50 


(15:50) 4-50 


Residual income 


Provided the first requirement can be met the 
second does not seem impossible. The later year's 
profits are more distant in time and their influence 
on the manager's decision will be correspondingly 
muted. It is not impossible that he will make exactly 
the right adjustment to the figures for future years. 
This would occur if he were paid a commission 
calculated as a percentage of profits and his personal 
rate of time preference were the same as the com- 
pany's cost of capital. 

The first requirement is the major problem. Table 
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9 shows the divisional profit and loss account for the 
first year using the concept of residual income. Pro- 
‘ject B is wrongly shown as performing better than 
project À; it even earns a small profit. In the long 
run À is far better than B. How can its short-term 
performance be measured in a way consistent with 
the longer run? 

To a certain extent the conventions of accrual 
accounting may assist. The practice of accounting for 
stock, debtors and creditors will convert an uneven 
cash flow into a relatively even profit flow. It seems 
probable that the procedures of accrual accounting 
grew up in response to dissatisfaction among users of 
accounts with simple cash accounting. If profit were 
measured simply as the excess of cash receipts over 
cash payments, it would tend to fluctuate in an 
irrational fashion under the influence of such factors 
as delays in paying creditors — factors which would 
have an effect upon the measure of performance out 
of all proportion to their effect upon the real perform- 
ance of the firm. By the simple straightforward adjust- 
ments for stocks, debtors and creditors, many of 
these fluctuations could be ironed out; the resulting 
account would give a much less confusing picture of 
the true performance of the firm. 

In the case of project A, it may be that the relatively 
low cash flow in year 1 was the result of producing in 
that year goods costing £20 that were not sold until 
year 3. Accrual accounting would take this into 
account by creating an asset ‘stock £20’ in the bal- 
ance sheet at the end of year r and reducing the 
expenses of that year accordingly. Table ro shows 
the effect of these adjustments on the accounts. The 
profit in each year is very much more even than it 
was before the adjustment. Hence the first year's 
profit is a far better indication of the profit in sub- 
sequent years, a better forecast of the project's 
profitability over its life.! 

There are four basic ways in which, by using the 
conventions of accrual accounting, the profit flow can 
be made different from the cash flow. They are out- 
lined in Table 11. There are two basic types of 
adjustments — those which cause current profits to be 


1 However it should be noted that, even if the cash flow 
were the same in each year, the residual income for earlier 
years would be lower than for later years. This is apparent 
from Table ro where the profit before depreciation is £45 
for both years 1 and 2 yet residual income in year 1 is £1 
lower than in year 2. The reason is the relatively larger 
interest charge in year 1; the ammount of interest charged per 
year declines as the book value of the machine is written 
down. To achieve an even measure of residual income in 
each year in these circumstances, it is necessary to use a 
method of depreciation that produces increasing annual 
charges over time. This is the characteristic of the annuity 
method of depreciation, which does in fact have the effect 
of equalising the residual income each year of a project that 
has equal cash flows. 


ACCOUNTING AND BUSINESS RESEARCH 


Table 10 


Residual Income with working capital: Project A 


Year 
0 7 
Balance sheets 
£ 
105-00 
0:00 


Machine 
Stock 


Total assets 105-00 


Profit and loss accounts 
Sales less expenses 
Depreciation 


45:00 
30-00 
15-00 
10:50 


Profit before interest 
Interest 


Residual income 4-50 





higher than current cash flows, characterised in Table 
IY as ‘borrowing profits’; and those which cause 
current profits to be lower than current cash flows, 
described in Table 11 as ‘lending profits’. With both 
types of adjustments the net present value of residual 
income is still equal to the net present value of cash 
flows. | 


Table 11 


‘Borrow’ profits from future periods 


1. Cash inflow of subsequent period treated as income 
of current perlod (e.g. debtors). . 
2. Cash outflow of current period treated as expense of 


subsequent period (e.g. stock). 


‘Lend’ profits to future periods 

3. Cash Inflow of current period treated as income of 
subsequent perlod (e.g. rent received in advance). 

4. Cash outflow of subsequent period treated as expense 
of current period (e.g. creditors). 





This is shown in Table 12, which considers the 
case where £X is ‘borrowed’ from next year’s cash 
flow to increase this year's profit. By similar reason- 
ing, if profits are "lent? to future periods the reduction 
in current profits will be equal to the present value 
of the increase in future profits. Whatever the amount 
‘borrowed’ or ‘lent’ it is no effect -on the present 
value of residual income., 

"This fact has several interesting implications. When 
residual income is used as the measure of perform- 
ance, managers will be less inclined to overstate 
profits in the current period by overvaluing assets 
such as stock, for this would lead to an increase in 
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Table 12 
Effect of £X 'borrowed' from next year 
(а) Increase in current year's profits: 
(5) Reduction in next year's profits: 
(i) cash flow borrowed 
(ii) Increase in interest charge 
on assets at rater £Xr 


£X4-Xr 


Net present value of change in profits: 
(Increase this year less NPV of reduction next year) ` 


1 
£X— (ex+exr) xq? 





their assets on which they are charged interest. Any - 


increase in profits in the current period would be 
less than the reduction in profits in the succeeding 
period. This is not the case when managers are not 
charged interest on capital employed. Here the reduc- 
tion in future profits is exactly equal in absolute 
terms (and less in discounted terms) to the increase 
in current profits; there is a temptation to defer 
recognition of losses year after year. In addition, two 
important comments can be made about the account- 
ing procedures to be followed by the'company if it 
wishes to ensure that the net present value of future 
residual income is equal to the net present value of 
cash flows. Firstly, interest should be charged on the 
net book value of the division’s assets less liabilities. 
Assets should include all capitalised expenditure, 
including intangible assets such as patents. They 
should be valued after deducting all amounts written 
off against profits by way of depreciation and amortisa- 
tion. Liabilities should include all amounts that 
represent future cash outflows (e.g. creditors) or cur- 
rent inflows not yet credited to profits (e.g. rents 
received in advance). Secondly, profits should be 


calculated after deducting all reductions in the value. 


of assets. It should not be permitted to write off 
items ‘below the line’. This practice, one of dubious 
utility in any case, will cause the net present value of 
residual income to be greater than the net present 
value of cash flows. 

It is however quite possible that the normal adjust- 
ments of accrual accounting will not result in a 
sufficient smoothing of profits so as to lead to a 
correct assessment of a project’s performance in its 
early years. Thus the relatively low cash flow in the 
first years of project A may be caused by expenditure 
on training staff or in building up goodwill among 
customers, neither of which would be regarded as 
creating an asset according to generally accepted 
accounting conventions. In this event the Profit and 
Loss account for the first year will be as in Table 9, 
giving a short-term measure of performance incon- 
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‘sistent with the project’s prospects in the long term. 


There is no simple answer to this problem. In fact, 
the only way to achieve a completely consistent short- 
term measure of performance is to value the asset as 
the net present value of its future cash flows. 


Table 13 
Project A 


Value of assat as NPV of future cash flows 
Year 

140 Cash flow NPV 

£ £ 

At start 

1 0:9091 

2 0:8264 

3 0-7513 


+25:00 
+45-00 
+74-88 


+22:73 
+37:19 
+56-26 


+116:18 
At end of year 1 
2 


0-9091 
3 0:8264 


+40-91 
+61:88 


+102:79 


Atend of year 2 
3 0-9091 


+74-88 4-88-07 


Residual income using this method of asset 
valuation 
Year 


£ 
45-00 
34-72 
10:28 
10:28 
0:00 


Salesless cash expenses 25:00 
Depreciation 13-39 


11:61 
11:61 
0-00 


Profit before interest 
Interest 


Residual income 


The application of this rule is given in Table 13. 
The division is shown to make an immediate profit of 
£11.18 at the time that the project is undertaken 
followed by zero profit in the next three years, thus 
indicating a return of exactly Io per cent on capital 
employed during this period. This is the only way of 
measuring performance that is completely consistent 
with the NPV rule of investment planning, since it 
reflects precisely the information given by the NPV 
calculation: that the firm is better off at the present 
time by the amount of the present value. 'To prove 
this, consider the possibility of a fourth project, in 
addition to A, B and C ~ to sell for £10 the patent 
rights on which the other three projects depend. This 
project would have the cash flow pattern of +10, 
£o, fo, £o. Under any measure of performance 
based on accrual accounting this project would be 
ranked superior to project À in the (very) sbort-run 
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since it would show an immediate profit of #10. 
Only the valuation procedure in Table 13 would 


-show project A to be superior. However, this requires | 


writing up the value of the asset above cost at the 
start, followed in later years by very irregular depre- 
ciation charges. It is inconceivable that these pro- 
cedures would be acceptable to accountants. 

The conclusion to be drawn is that it is possible to 
develop a measure of performance that, over the life 
of the project, is consistent with the NPV rule of 
· investment planning. To ensure that this measure of 
performance is consistent with the accept/reject deci- 
sion reached using the NPV rule, it is necessary to 
charge interest on capital employed. It is more diffi- 
cult to develop a measure of performance that is 
consistent with the NPV rule in the short run. An 
intelligent use of the accepted methods of accrual 
accounting will often lead to a reasonably consistent 
measure of performance. However, there is no cet- 
' tainty that in general this will happen. A measure of 
performance that is completely consistent with the 
NPV rule throughout the life of a project requires the 
use of methods of valuation unacceptable to most 
accountants, К 

МРУ is not the only method by which discounted 
cash flow analysis can be applied to investment plan- 
ning. Another accepted method is to calculate the 
internal rate of return (IRR) of the project. The IRR 
is defined as the rate of interest at which future cash 
inflows are equal to the current capital outlay; it is 
essentially the rate of return earned on the capital 
outlay. The IRRs of the three projects are given in 
Table 14 together with the calculations of the IRR 
for project A. Using IRR the projects are ranked A, 
C, B; B is indicated to be absolutely undesirable 
since its internal rate of return is less than the firm’s 
cost of capital. This is the same ranking and accept/ 
reject point as given by the NPV method. In fact, 
only in the most unusual circumstances will the two 
methods give different answers for projects having 
the same life and capital outlay. ; 

- As the IRR method gives an answer in the form of 
а percentage rate per year, it is appropriate to look 
for а measure of performance expressed in similar 
terms. The accounting rate of return is such a measure. 
It is a widely used statistic calculated as the ratio of 
the profit for a year to the capital employed at the 
start of the year. These figures for the three projects 
for the first year are given in Table 15. Using the 
accounting rate of return as the measure of perform- 
ance, the projects are ranked B, А, C and only B is 
shown to be absolutely desirable. It is clear that here 
there is exactly the same problem as with the NPV 
method: inconsistency between the method of plan- 
ning and means of measuring performance. 
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Table 14 
Internal rate of return (IRR) 
16-00% 


4809) ` 
12-7296 


Project A 
Project B 
Project C 


Proof that IRR of Project А is 15-0096 


(=) 


Cash flow Net present value 
£ £ 


0:8695 
0:7561 
0-6575 


25-00 
45:00 
74:88 


21:74 
34-03 
49-23 


105-00 


Initial capital outlay £106.00 





Table 15 


Accounting rate of return — first year 


Profit Capital 
Project (Year 1) (Start of year 1) 
A —£5 £105 


Accounting 
rate of return 


B +f£15 £105 


С —£29 £105 





It is more reasonable to calculate the accounting 
rate of return over the three years of the projects' 
lives. This has been done in Table 16. On examining 
the average rate of return per year, two points are 
apparent. Firstly, there is an error in ranking; A is 
shown to be inferior to C. Secondly, the accounting 
rates of return are nowhere near the internal rates of 
return. It can be argued that the method of calcula- 
tion used in Table 16 gives undue weight to high 
rates of return earned on low asset values in the later 


years of the projects’ lives. 


This bias can be rectified using the type of average 
shown in Table 17. Here the rate is calculated as the 
ratio of the average profit to the average assets. This 
average would be appropriate if the division at any 
one time comprised three projects of type À — one in 
the first year, one in the second year and one in the 
third year of its life. Its accounting rate of return, 
would then be as given in Table 17. Although the 
revised accounting rates of return are closer to the 
internal rate of return, they are still very poor 
approximations and the incorrect ranking (C better 
than À) persists. 

There is, in fact, only one way of ensuring that the 
Profit and Loss account indicates an accounting rate 
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Accounting rate of roturn — амегаде over life of project 


‚29:00 . 
. 06500 = —27'6% 
--29-00 
-7500 


+103-00 
. 46:00 


= —38-7% 
== 228-996 


Total of 3 years’ rates +81:6% | И . Е | | +162-8% 
Average over 3 years , 27-296 l Ў 45 +54:2% 





of return equal to the internal rate of return. This is 
Table17 WC 4 to state the asset in the accounts at a value equal to 
| the net present value of future cash flows, using as 
the rate of discount the projects internal rate of 
er E return. "This procedure is illustrated in Table 18, 
Average ` Average capital Accounting which uses the data of project A. 

Project ров employed rate ofretum | Te follows from the definition of the internal rate of 

B 3-33 76-00 _ + 4-4% | return that this will lead to an asset value at the time 

C 1500 76-00 +20:0% | of acquisition equal to an asset's cost. This is con- ` 
| sistent with accepted accounting conventions. How- 
ever, subsequent deductions for depreciation are very 


Accounting rate of return — alternative сајсша- 
tion of average over life of project 





Table 18 
Value asset at NPV of future cash flows at Tablet? 


discount rate equal to IRR Value asset at NPV of future cash flows at 


discount rate equal to IRR 
Project C 
Profit and loss accounts 


Project A 
Valuation of asset ' | £ 
(a) At start (See Table 14) | 105-00 


7 
(b) Atend of year 1 


£ 
Sales loss cash expenses 1:00 
. Adjustments to book . 
value of asset Е 
Арргесіабоп 12-36 
Depreclation — 


1 WM : 
Year (5) Cash flow NPV 
£ 


2 0-8695 4b-00 39-13 
3 0-7561 74:88 


(c) Atend of year 


" Net profit 13:36 


Value of asset at 

start of year 106-00 
Accounting rateof . 

return 12:72% 


t 
. Year (78) Cash flow 
i £., 
3 0:8695 , 74-88 


Profit and loss accounts 


Book value of assat over its life | 


7 
£ 
Sales less cash expenses 25-00 
Depreciation 9-25 


Start: Cost. 
Year 1: Appreciation 


End of year 1: book value 


Net profit . .15-75 Year 2: Appreciation 


End of year 2: book value 
Year 3: Depreciation 


Value of asset at | 
start of year 105-00 
Accounting rate of 


return 15-00% . End of year 3: scrap value 
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irregular and follow no clear-cut pattern. In fact, if 
the cash flows in early years are very low, this method 
of asset valuation would entail the writing up of an 
asset's value. This is illustrated in Table 19 which 
shows the application of this method to project C. 
The Profit and Loss account shows a rate of return 
of precisely 12-72 per cent in each year — but this 
requires recording appreciation in the asset's value 
in the first two years. 

Itis not accepted accounting practice to use methods 


of depreciation that result in irregular amounts being . 


written off assets each year; still less is appreciation 
of assets permitted. In general, therefore, using con- 
- ventional methods of depreciation the accounting rate 
of return of a division will not equal the internal rate 


of return of the underlying projects. It is, however, . 


possible to describe the special circumstances in 
- Which the three accepted methods of depreciation 
(annuity method, straight-line and reducing balance) 
will lead to the correct accounting rate of return. For 
this purpose it is necessary to invent three more 
projects, D, E and F, details of which are given in 
Table 20. | 


Table 21 


Calculations for annulty method depreciation | 
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Table 20 


Machine cost 
Net cash flow 
Net cash flow 
Net cash flow 
Scrap value 


22229 


тоо о 
29888. 


Annuity method depreciation 

The annuity method of depreciation will give the 
correct answer if the project's cash flows are equal in 
each year. Project D is in this category. Table 21 
shows the calculations necessary to apply tbe annuity 
method of depreciation to this project. It should be 
noted that the rate of interest used in this calculation 
is equal to the internal rate of return of the project 
(x0 per cent). The net amount of depreciation in each 
year is made up of two elements: an annual charge of 
£37.69 (being the annuity having a present value 


equal to the capital outlay less scrap value) and in- 


Project D , 
Annual charge: (105:00—15-00x (a5) £27 


Machine account 
£ 


105-00 
10-50 


Cost of machine 
Interest at 1096 


115-50 


77-81 
7-78 


Balance b/d 
Interest at 1096 


85-59 


47-90 
479 


Balance b/d 
Interest at 1096 


52-69 


3 


Year 
1 Annual charge 
Balance c/d 


Annual charge 
Balance c/d 


Annual charge 
Cash (Scrap Value) 


Net amount of depreciation per year _ 


Annual charge 
less interest 





Year 
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terest at Io per cent on the book value of the plant. 
Table 22 shows the divisions Profit and Loss accounts 
using annuity method depreciation. The accounting 
rate of return each year is, in fact, 10 per cent, equal 
to the internal rate of return. This is an interesting 
fact since projects with equal (or near equal) cash 
flows per year probably occur frequently in practice. 


Table 22 


Project D: Annuity method depreciation 


Year 
H 2 
£ £ 
Sales less cash expenses 37:69 37-69 


Depreciation 27:19 29:91 


Net profit 10:50 7-78 


Value of asset at 
start of year 
Accounting rate of 
retum . 10-0096 


105.00 77-81 
10-0096 


Straight-line depreciation 

It is possible to devise a project with cash flows of 
such a pattern that when the straight-line method of 
depreciation is employed the division's accounting 
rate of return is equal to the project's internal rate of 
return. Project E (see Table 20) is in this category. 
The divisional Profit and Loss accounts showing an 
accounting rate of return of xo per cent are shown in 
Table 23. Project E's cash flows decline over time, 
but it should not be thought that the straight-line 
method of depreciation is appropriate for all projects 
with declining cash flows. An inspection of Table 23 
reveals that the cash flows should decline by an equal 
absolute amount each year (£3.00 in the case of pro- 
ject E) and that this amount should be equal to the 
annual depreciation charge multiplied by the internal 
rate of return. It seems improbable that many projects 
will have cash flows of anything similar to this pattern. 


Table 23 


Project E: Straight-line depreciation 
Year 
1 2 
£ £ 
Sales less cash expenses 40:50 37-50 
Depreciation 30-00 


Net profit 


Value of asset at 
start of year 
Accounting rate of 
retum 
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Other research has shown that the straight-line 
method of depreciation leads to the correct answer 
when the division is growing (adding to its net assets) 
at the same rate per annum as the internal rate of 
return of the underlying projects. This situation 
would occur only in a very small number of cases. 
'The conclusion to be drawn is that the straight-line 
method of depreciation will lead to an incorrect 
accounting rate of return in most circumstances. 


Reducing balance depreciation 

А similar exercise can be carried out for the reducing 
balance method of depreciation. Project F (see Table 
20) has the rather strange pattern of cash flows which, 
when combined with the reducing balance method of 
depreciation, leads to the correct accounting rate of 
return. This is shown in Table 24. The rate of depre- 
ciation used in Table 24 is 47-72 per cent per year; 
this will reduce the book value of the machine to its 
scrap value of £15 by the end of three years. The 
characteristic of the cash flows of project F is that 
they decline by the same percentage rate each year. 
It is probable that there is a large class of projects 
whose cash flows decline by the same percentage rate 
each year. However, it is very unlikely that this will 
be the same percentage rate as that used in the depre- 
ciation calculation, which is a highly artificial rate 
with the sole aim of reducing the book value of 
an asset to its scrap value at the end of its life. 


Table 24 


Project F: Reducing balance depreciation 
Year 
1 
£ 
Sales less cash expenses 60-60 


Depreciation 50:10 


Net profit 10-50 
Value of assetat 
start of year 
Accounting rate of 
return 10-0096 


105-00 


In conclusion, to ensure that in general the Profit 
and Loss account reflects the same return as the 
underlying projects requires the use of methods of 
asset valuation and depreciation unacceptable to most 
accountants. The straight-line and reducing balance 
methods of depreciation will lead to the correct 
accounting rate of return in only the most exceptional 
circumstances. The annuity method of depreciation 
will lead to the correct answer when the project's 
cash flows are evenly distributed over its life. 

It has been shown that only in a minority of cases 


ом Ce "nm à 

will the divisional Profit and Loss account provide a 
measure òf performance consistent with the method 
used to select projects atthe planning stage. The 
reason is that to achieve general consistency between 
the measure of performance and the method of. plan- 
ning requires. procedures for asset valuation .and 
' depreciation unacceptable to most accountants. It 
would seem that financial controllers of divisionalised 
' firms have an interesting choice. They can adopt 


those accounting conventions that will lead to a 


`. correct measure of performance more often than 
other conventions. These would presumably require 
charging interest on capital employed if the firm used 
the NPV method of investment planning and using 
~ the annuity method -of depreciation if the firm used 
IRR. Alternatively they can decide to use unconven- 
tional methods of asset valuation and depreciation — 
at least for their internal accounts. It is possible to 
calculate depreciation figures that will give precisely 


the right result. These are given in Table 3 for the 
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NPV method and Table 18 for'the IRR method. 


These depreciation (and appreciation) figures can be 
calculated from the data used by the division at the 


` planning stage. In subsequent years, when the pro- 


jects are in operation, they can be used in drawing up - 
the division's Profit and Loss accounts. If the projects 
fulfil the claims. made for them by the division; this 
will be reflected in that division's accounts. They will 
show satisfactory performance; a zero profit after 
charging interest on capital employed if the NPV 
method is used, or an accounting rate. of return equal 
to the internal rate of return of the project if IRR is 
used. If the project does not operate according to 


-plan (i.e. its cash flows are less than were expected) 


then the division will report substandard performance: 
In many ways this would seem to be an ideal method 
of control - any deviation from plan being immedi- 
ately apparent. Perhaps this will persuade some enter- 
prising controller at least to experiment with it. 
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Some Guidelines for Acquisitions 


A. A. Buckley 


During recent years there has been a marked increase 
in the amounts spent on mergers and acquisitions in 
the UK. This trend, summarised in Table 1, reached 
a peak in 1968. Total consideration paid in respect of 
UK acquisitions amounted in 1968 to well over three 
times the sum paid in 1964, though the total number 
of such acquisitions had fallen steeply from 939 in 
1964 to 598 in 1968. Clearly this means that the 
average purchase price paid in a takeover situation 
has expanded more than five-fold over this period. 


TABLE 1 

Consideration involved In UK Acquisitions 
and Mergers 1964-70 
Figures In £ million Consideration - 


Acquisi- Mergers 


1964 
` (Old Population) 


1966 

1966 

1967 

1968 

1969 

1969 

(New Population") 
7 


1970 1,186 


It is too early to assess the impact of the bulk of 
1968 acquisitions either in terms of contribution to 
the UK, or from the standpoint of the acquiring 
company. However, G. D. Newbould's study of 


* The above figures, based on Board of Trade research, 
are not wholly comparable because of the changed popula- 
tion over the period. Up to 1969, the figures are based on 
those covered by the BOT's regular analysis of UK com- 
pany accounts, Thereafter, the analysis has been extended 
to include all acquisitions and mergers reported in the 
Press. The main difference is the inclusion in the new 
population of companies mainly trading overseas, industrial 
holding companies, shipping and agricultural companies 
and some smaller companies. 


acquisition activity! in the UK during the 1968 boom 
throws doubt upon the achievement by most com- 
panies of the sort of gains necessary to justify the 
prices paid. Similarly, case histories of acquisition 
and subsequent integration in the USA show a 
disturbing lack of evidence of real success. Any com- 
pany embarking on a policy of acquisition ~ for what- 
ever reason — should therefore ask itself how it can 
direct its strategy so as to avoid the pitfalls inherent 
in acquisition management. 

That pitfalls exist is well borne out of the available 
evidence. А survey was undertaken by John Kitching? 
into the out-turns of 69 mergers completed between 
1960 and 1965 in the USA. Some 30 per cent were 
classed as varying degrees of failure. А study,’ again 
based on US practice and commissioned by Booz 
Allen and Hamilton, reported that only 64 out of 120 
companies making acquisitions would, given their 
time again, acquire the same companies that they did. 

Newbould's research,* covering a cross-section of 
UK acquisitions made in 1967 and 1968, seems to 
indicate a fairly low level of success in financial terms. 
This view is endorsed by ex-management consultant 
David Hargreaves’ (now Chairman of Hestair Ltd, a 
company committed to growth by acquisition) who 
is on record as stating that, although 90 per cent of 
mergers in this country are agreed ones, the success 
rate is merely one in nine. 

'This article focuses first upon guidelines designed 
to overcome problems in the pre-acquisition phase, 
then looks at the financial evaluation of acquisition 
possibilities, and finally on management in the post- 
acquisition period. Whilst the second phase is of 
most relevance to the accountant in business, the 
financial evaluation is a function of the overall ac- 
quisition strategy, an area involving the accountant 
or financial director. In any case acquisition strategy 
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CHART 1 
Framework for acquisition policy 


Acquisition criteria 
from corporate plan 


Acquisition propositions 
coming to company 


Screen against 
acquisition 
critería 


Prepare integration 
plan - Manage- 


Approach and 
negotiation 


ment, motivatlon and 


post-acquisition 
plan 


Accounting investigation 
(if possible). Modifica- 
tlon of projections and 
plans on the. basis of 
further forthcoming 
information 


Re-screen against 
acquisition 
criteria 


should lead towards the achievement of the company’s 
long-range planning objectives. 

A synopsis of the suggested framework for indivi- 
dual acquisition policy is shown in the flow diagram 
above. This paper broadly follow: the lines of flow 
on the chart. 


Acquisition objectives 

It is immediately apparent — and this is highlighted 
in Chart 1 ~ that the firm, in pursuing its acquisition 
strategy, should constantly be screening the potential 
takeover candidate against a series of criteria that 
sum up the firm’s requirements from any new acquisi- 
tion; criteria consistent with the firm’s long-term 
objectives in the company's corporate plan. Through- 
out this article the view has been taken that the 
maximisation of the present value of the owners' 
investment in the company is the objective that makes 
most economic sense. 

However, empirical studies of companies’ actual 
behaviour indicates that managers frequently pursue 
other goals. For example, Baumol* instances cases 
where firms try to maximise sales subject to the 
constraint that a satisfactory rate of return on invested 
capital should be achieved. In such examples it is 
argued that the managers of the companies concerned 
bask in the prestige and market power achieved at 


' 


, Pre-acquisition 
* analysis of 
company's busi- 
ness operations 


Re-screen against 


Re-screen against 
acquisition 
critería 


Projection of 


А 
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future cash flows 
leading to 

. financing strategy 
for acquisition 


acquisitiion 
criteria 


Immediately put 
into practice 
integration plan, 
modified as 
necessary ' 


IMPROVE 
MANAGEMENT 
PERFORMANCE 





the expense to the shareholder of uneconomic con- 
centration on sales. Cyert and March" argue: 
‘that the goals of a business firm are a series of 
more or less independent constraints imposed, on 
the organisation through a process of bargaining 
among potential coalition members and elaborated 
over time in response to short-run pressures.’ 
A similar picture of the firm has also been suggested 
in the theory of managerial capitalism,® which implies 
that: ~ 
. top management, owning little or no equity in 
the firm, has three main motives: 
(1) growth, because growth provides job satis- 
factión, job expansion, higher salaries, higher 
bonuses and prestige; 
(ii) continuity of employment, which means for 
the management team as a whole, avoidance of 
involuntary takeover, and 
(11) reasonable treatment of shareholders and 
generally good relations with the financial world.? 
АЦ the above theories of corporate objectives 
suggest the imposition of constraints upon the finan- 
cial objective of profit maximisation, the conclusion 
being that the fiscal goal might be restated as the 
maximisation of the present value of the firm to the 
shareholders subject to certain constraints which vary 
from company to company and from time to time. 
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In any case, even if behaviourally the economists | 


concept of profit maximisation does not appear to be 


universally true, this approach can be justified since : 


from the standpoint of business efficiency the com- 
pany should know what it foregoes by pursuing some 
policy other than the profit maximising one. 

І propose to look upon corporate objectives in 


-terms of maximising the present value of the ultimate 


owners of the company. The value of this investment 
is reflected in- cash flows that accrue to ordinary 
shareholders — being, generally, the ultimate owners 
of the company ~ both in terms of dividends and 
capital gains realised when the shareholder sells out. 
This objective may. Бе restated as maximising long- 
term growth in share price and dividend. To the 
extent that both of these factors are related to the 
level of earnings per share – as the share price is 
through the P/E ratio; and the dividend is through 
the dividend cover ~ achieving maximum long-term 
growth in earnings per share* will be a highly signi- 
ficant factor in attaining the company objective. 

The placing of the corporate objective and the 
corporate plan at the first step-of the firm's acquisition 
strategy ensures that resources, which might most 
profitably be used to expand existing business activi- 
ties, are not dissipated in some new direction with 
reduced chances of success. 

Equally, the in-depth study of the firm’s own 
capabilities that is an integral aspect of the corporate 
plan, if used as a guide in selecting merger candidates, 
will increase the likelihood of a successful acquisition 


programme. 


The corporate plan will generally have focused 
upon the firm's strengths and weaknesses, and it is 
in the firm's strengths that the greatest probability of 
successful acquisition lies. Following identification of 
these strengths, the plan should have made explicit 


. the strategy that underlies the success. The question 


that should therefore be asked is — can we exploit out 
existing formula for success in the case of the com- 
pany acquired? Ап example of how failure to locate 
the key criterion underlying a business's achieve- 
ments can lead to subsequent failure in a takeover is 
instanced by Mace and Montgomery.!? 


‘A basic resin company . . . bought a plastic boat 
manufacturer because this seemed to present a 
controlled market for a portion of the resin it 
produced. It soon found that the boat business was 
considerably different from the manufacture and 
sale of basic chemicals. After a short but unpleasant 
experience in manufacturing and trying to market 
what was essentially a consumer's item, the manage- 


* Calculated in accordance with the Institute's exposure 
draft ED4 on earnings per share. 
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ment concluded that its experience and abilities 
lay essentially in industrial rather than consumer- 
type products.’ 


That companies skilled in the art of the takeover 
formulate and rigorously apply a set of acquisition 
criteria consistent with the company's overall strategy 
and growth objectives is borne out by the findings of 
John Kitching's merger study!! in the USA. Kitching 
underlines the suggestion that takeover rules come 
first by stating that: 

‘the first, and most important, task is to develop a 

set of acquisition criteria beforehand. Armed with 
this, the successful acquiring company selects rather 
than reacts! ` 

A company in his investigation used the following 
criteria: 

‹т. Managements track record in ‘the company 
being considered for acquisition should be better 
than the industry average in terms of return on 
assets — on the down side, as well as on the up 
side, of business cycles. 

2. We will only buy into óld industries which are 

“non: о 
3. Ме will buy companies with low price-earnings 
ratios. (The actual average in this case is 6-5 times 
earnings.) 

4. We seek to buy assets which are readily con- 

vertible into cash. 

5. The top executive of the company in question 

must stay on. ` 

6. These shall be our minimum sales volume 

criteria: 

(a) For entry into a new field ~ $100 million 

(b) For entry into a new market ~ $20 million 
(c) To round out a product line, if already in the 
market ~ $1 million.’ . 

Although an increasing number of companies now 
treat acquisitions as part of the overall corporate 
strategy, a surprising number! of firms in the USA 
"initiate programmes of search, evaluation and nego- 
tiation before they have even defined their goals’. 
Certainly in this country, this type of acquisition 
strategy is the rule rather than the exception. For 
example: 


‘a merger broker claimed in 1968 that out of 400 
companies on his register who were interestéd in 
acquisitions, some 30 per cent had only vague 
policies or no policy at all. Yet such a policy is 
essential to ensure that the company makes an 
acquisition in line with its profile and objectives"? 


The type of merger approach (sometimes called the 
‘golf course’ merger), in which the acquiring company 
reacts to opportunities, rather than actively planning 


" 
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its takeover strategy, may prove satisfactory on 
occasions, but chances of success are clearly below 
those of a planned acquisition programme. 

Too frequently the merger objective is corporate 
aggrandisement.— the ‘tallest chimney syndrome’. 
Whilst the desire to own more shops than one’s 
competitors may mean enhanced profit potential 
because of market dominance, this sort of acquisition 
policy should not be pursued without reference to 
the company’s screening criteria. 

In formulating, screening criteria, company size 
is important. As an example of the dangers that arise 
through size incompatibility, H. M. Strange! in- 
stances: | 

‘the case of a large international chemical company 

that several years ago decided to integrate its 

operations by finding outlets for its plastic poly- 
mers. . . . The company acquired a number of tiny 
plastic formulators in order to get some experience 

` of the market. It dutifully refused to worry about 
these insignificant portions of its total business, 
and in the first two years of operations, this attitude 
cost the company £2 million, plus the inevitable 
and expensive drain on management time.’ 

The usual cause of the inability to integrate the 
smaller acquisition into the large organisation is that 
management considers that even if it is successfully 
managed it can make little impact on group profit, 
and hence motivation is of a low order – but it should 
. be remembered that failure to achieve success can 
lead to disproportionately large downside in profit 
terms. 


Pre-acquisition analysis 

Besides embarking on a policy of acquisition without 
making their own objectives and takeover criteria 
explicit, many companies undertake mergers without 
even the most rudimentary analysis of the potential 
partner company's business performance, products 
and markets.!^ This criticism does not apply so much 
to financial analysis as to the product/market position 
of the takeover candidate. The acquiring company, in 
conjunction with its merchant bank, will usually have 
studied the trend of financial indicators ~ for example, 
overall profits, profit margins, capital employed, 
ratios of debtors and creditors to sales, stocks to sales, 
net asset values, property revaluations, surplus cash 
and other assets, capital commitments, details of 
gearing together with debenture trust deed stipula- 
tions, earnings per share trends, share price perform- 
ance, shareholding spread, including directors' hold- 
ings, and any other indicators, available from the 
Chairman's Statement in the Annual Report and 
Accounts, as to future plans, loss-making activities, 
reorganisations, etc. — in coming to a realistic bid price. 
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‘However, equally important from the standpoint of 


managing the company following acquisition is the 
product/market analysis. This type of analysis is aimed 


at focusing upon the business factors necessary for 


success in each of the operations carried on by the 
takeover candidate. 

Most companies are engaged in a variety of busi- 
nesses. Either they have a diversified product line, or 
they sell to a wide range of customer groups, or they 
use distinct distribution channels. Consequently, it is 
important to analyse the company by looking at the 
various separate ‘businesses’ that make up the whole. 

The product/market analysis will therefore, in 
addition to providing financial data, highlight for each 
separate ‘business’: 

the main determinants of market demand for each 

business’s product(s) 

the chief competitors, their market shares, and 

trends of performance over time 

any recent moves or innovations by competitors 

that might be likely to affect future demand for the 

takeover candidate’s product 

whether demand is cyclical 

how the industry (in which the business operates) 

has performed relative to the economy 

how the business has performed against the 

industry : 

the tactics necessary for competitive success, e.g. 

price competition, heavy advertising, product 

innovation, etc. 

the rate of additional commitment of resources to 

the business, 
together with any other relevant areas in assessing 
market demand for the takeover candidate's range of 
products. This phase of the analysis should locate for 
each ‘business’ the key variables which underpin 
profitability. In most businesses a small number of 
factors exert a relatively large influence on profits; it 
is essential to identify these if they are to be controlled 
after the merger. 

Equally important in, the pre-acquisition appraisal 
is an in-depth analysis of the production function. 
Here the concern will be with the production pro- 
cesses, skills, and machinery necessary for the 
products in the target company’s mix of businesses. 
The analysis will consider the availability of raw 
materials, their source of supply (and fluctuations 
thereof), and in particular, whether raw material 
supply will be affected by a merger or acquisition. 

Finally the pre-acquisition analysis should focus 
upon management requirements for running the 
acquired business, together with an appraisal of the 
talent available inside the target company, and that 
which may be delegated from the acquiring company 
to the new subsidiary. This is discussed in more 


r 
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detail under the heading ‘Assessment of management 
requirements’, | 

There should also be a comprehensive study of the 
key personnel within the takeover candidate company, 
in order to build a picture of the company's leading 
managers, covering their areas of specialism, indi- 
vidual skills and business style, and their motivation. 

The overall pre-acquisition analysis is facilitated 
where the takeover candidate allows access (however 
limited) to factories, accounts and the management 
team. Indeed, where the initial acquisition approach 
has come from the takeover candidate, or where the 
takeover is in the form of an agreed bid, then full 
access should be insisted upon. Not to allow such 
access in these circumstances can only be taken as a 
sign of ‘something to hide’. Whilst undertaken as an 
accounting investigation, this analysis provides an 
opportunity to examine all the facets of the business 
as set out above. 

However, where there is hostility to the acquisition 
proposal, it is unlikely that access will be allowed. All 
sources of data including published government 
statistics, company accounts, special studies by 
market research organisations — such as. the EIU ~ 
trade association figures, personal contacts in the 
industry (with discretion) should’ then be tapped. 
Although frequently overlooked, the line managers of 
the company making the bid – although the approach 
should obviously not indicate the reason behind it ~ 
can give a good assessment of rivals’ strengths and 
weaknesses. 

At this stage the question should be asked — to what 
extent are the results achieved by the takeover candi- 
date a function of the entrepreneurial abilities of one 
or two of the proprietors or directors? Frequently, 
these entrepreneurial situations involve specialist 
skills in the areas of salesmanship and innovation. It 
is important to recognise where profit stems from this 
source, because continued profit performance 
depends on the continued motivation of the entre- 
preneur(s). The company making the acquisition, 
ought in these circumstances, to make the purchase 
consideration contingent upon achievement of speci- 
fied profit levels over a period of time," 

A further area of detailed pre-acquisition study is a 
professional survey and valuation of the target com- 
pany’s properties. Again, access facilitates this 
procedure. 

The outline pre-acquisition analysis will need 
updating as further information becomes available 
during negotiation. The total analysis should culmin- 
ate in a projection of profits, cash flows and resources 
over the forthcoming years for the takeover candidate 
company, first on the assumption that it will not be 
taken over. : 
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The company making the acquisition will then 
project its own profits and cash flows, first on the 
basis of no acquisition — these estimates should be 
available in the corporate plan — and second assuming 
that it takes over the target company. These aspects of 
the work are looked at later in this paper. This, ‘with 
takeover’ forecast, should take into account gains 
from unlocking the potential in assets uneconomically 
employed, for example, by selling off surplus pro- 
perties or closing down loss-makers, cutting down on 
overlapping R and D, duplicated adminsistration, 
computers and services, etc. 

In assessing potential economies of scale or sources 
of release of synergy, research!" indicates significant 
difference between theory and practice. It is generally 
considered that production is the most likely source of 
achieving synergy gains through longer manufacturing 
runs, increased raw materials purchasing leverage, the 
justification of more efficient plant and machinery, 
and the opportunity to rationalise manufacturing 
facilities. The second most profitable area is often 
reckoned to be research and development through thé 
elimination of duplicated effort. Similarly, there is 
potential for more efficient marketing effort where 
product line, distribution channels and sales forces 
can be combined. Organisational gains are ranked 
fourth; these involve economies of scale that eliminate 
duplicated functions and release ‘human creativity 
through improved motivation’. Finally, financial 
economies of scale, where new money is raised on 
uncharged assets, or where asset backing for borrow- 
ing is increased, аге generally ranked below other 
functional pay-offs. | 

However in practice ~ and this is relevant in pro- 
jecting and planning for results following merger — 
these theorectical rankings are reversed. Synergy is 
most easily released in financial areas. Next comes 
the marketing function. Production and research and 
development gains, usually thought to be the most 
easily won sources of synergy, in practice turn out to 
be the hardest to release. 

For the acquisition-minded company, these find- 
ings suggest that there should be a certain amount of | 
scepticism in respect of manufacturing and technolo- 
gical economies of scale. Such potential gains come as 
a reward for management effort: synergy is not 
inherent in a situation ~ it is the prize, not the 
entitlement. : 


Assessment of management 
requirements 

Improving the return on a new subsidiary’s assets is 
the major task of acquisition policy. This is achieved 
neither by continuing to do exactly what was done 


| before, nor without the holding company becoming 


t 
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deeply involved in the business of the subsidiary. 
Direct management demands of acquisitions should 
not be underestimated — that they are is frequently 
the key reason for a failed merger. 

Kitching's study suggests that ‘the sum of the 
management skills must be greater than the joint 
management task’ takes on the role of a law in 
mergers — hence the need to draw up a detailed 
schedule of management demand and supply. 

In some cases it may be possible for the acquiring 
company, before the acquisition, to study the takeover 
candidate's managers, and their responsibilities and 
capabilities, at first hand. In other cases such an 
analysis will have to be built up from the outside; in 
these circumstances there will clearly be question 
marks against it. However, when so much is at risk, an 
attempted appraisal, albeit ‘through a glass darkly’, is 
very much better than nothing at all. The best esti- 
mate of management strengths and weaknesses should 
always be made, and should lead to the acquiring 
company deciding how it plans to fill areas where 
there appears to be a shortage of talent. 

Where the first approach comes from the vendor, 
the buying party is strongly placed; it is possible to 
insist upon a full investigation. This will provide an 
ideal opportunity to carry out a form of management 
audit as well as a financial audit. 

Costs (if any) resulting from management rationali- 
sation, e.g. early pensions, redundancies or severance 
payments, should be set out at this stage. | 


Outline integration plan 

One characteristic of a successful merger is a plan, 
outlined before purchase, setting out the detailed 
*nuts and bolts! mechanism of the merger. Although 
the plan may be amended subsequent to takeover, it 
forms an initial blueprint for action. 

It should first specify what is hoped to be gained 
from the acquisition. David Hargreaves!? suggests that 
it should specify whether the gains lie in: 

"buying products or markets 

eliminating competition 

safeguarding a source of supply 

safeguarding the market of your existing or future 

products 

‘buying management 

buying technology 

buying as a defensive strategy to stop your com- 

petitor increasing his strength 

buying into a different market or technology as a 

SPESE and well-thought-out policy of Eyes 

tion.’ 

The integration plan should then move on to detail 
how these gains are to be achieved. Here, positive 
results can best be won from a merger by active 
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integration by committed management. Nothing fails 
like the merger of two equal partners, and the prob- 
ability of failure is compounded where the intention 
is that the business should continue to trade as if no 
merger had taken place. 

As a general rule, immediately following acquisition 
is the-ripe time to effect change. Most merger experts 
agree that the longer the problem of change is put off, 
the harder it becomes. 

Kitching's?? experience in the USA indicates that: 

‘the nature of the reporting relationships set up 

between parent and acquired companies, along 

with the organisational responsibilities and control 
systems established, is a dominant influence on the 
success or failure of the merger.’ 

The integration plan should specify the executive 
from the parent company who is to be assigned, 
immediately after acquisition, томће new subsidiary. 
Kitching believes that the appointment of the execu- 
tive who ‘rides herd’ is a pre-requisite of success. The 
plan should also specify other changes lower down 
the potential subsidiary company’s executive struc- 
ture, for example who from the parent company (or 
from the subsidiary) is to fill vacant or new positions 
together with their duties and terms of reference. The 
plan should also make explicit lines of command and 
reporting relationships and procedures in the sub- 
sidiary, and it should focus upon the management 
information and reporting system required immedi- 


-ately following takeover. 


Where profitable rationalisation potential appears 
achieveable, the plan ought to set out why it is thought 
that it exists and how it is to be liberated. 

However, the ultimate release of the profit potential 
in a merger situation must depend on the existence of 
adequate management talent and its motivation. 
Often given a changed management environment, 
previously conservative or frustrated executives may 
be motivated towards profitable use of resources, 
encouraged to make suggestions for improved business 
results, and so become thrusters rather than sleepers. 

Before leaving the integration plan, it is useful to 
re-iterate that, in the case of an acquisition of an 
entrepreneurial business where the key to profit is the 
ability (perhaps in marketing flair, innovation or 
design) of one or two executives, motivation ought to 
tie in with the financial consideration payable for the 
business. Thus it is wise in this situation to make the 
purchase price payable dependent upon the results of 
(say) five years future trading. The long-term objec- 
tive following acquisition of an entrepreneurial 
business should be to change the operation into a 
more routine, profit formula type of situation — if this 
is successful it acts as an insurance against the entre- 
preneur losing his flair, or leaving the company. 
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Management involvement 

Before acquisition is completed it is imperative -to 
involve the personnel who are to be delegated from 
tbe parent company to the new ‘acquisition in the 
problems of the merger, and to try to get a feel of 
their opinions and anxieties in regard to managing 
the new company in the group. Ву doing this, it is 
possible to assess how these executives will react in 
the new situation, and the involvement will help to 
allay their qualms. — 

Where there is a continuing programme of take- 
overs, it is advisable to appoint to the main board 
someone whose specific responsibility it is to make 
mergers work. This greatly enhances the chance of 
their success, ; 


` Acquisition financing 


The most frequent methods of estimating the price 
that an acquiring company is. prepared to pay in a 
takeover situation include some multiple of prospec- 
tive earnings, asset value, or a combination of the two 
– perhaps assets plus prospective earnings multiplied 
by some P/E ratio. For an indication of the mechanics 
of such computations see reference, 9) 

I will now outline how discounted cash flow may be 
used to evaluate a takeover target company. The 
literature of financial management and capital project 
analysis regards other companies as investment 
opportunities open to the firm and capable of being 
analysed in the same way as any other capital project.? 
But according to G. D. Newbould’s detailed survey 
of the acquisition methods of 38 companies making 
takeover bids in the UK in 1967 and 1968, not one 
used discounted cash flow as an aid to arriving at the 
bid price. This survey further indicated, on average, 
that if the price paid by the bidding company is to be 
justified, an average increase in the earnings of the 


· acquired firm of between ro and 15 per cent compound 


(given a five year view) is necessary. This very de- 
manding requirement, given insufficient fundamental 
analysis, is hardly surprising. 

The financial analysis which leads to the determina- 
tion of the purchase price of the firm requires five 
broad categories of financial projection: 

(1) an estimate of likely future net of tax cash flows 

(mainly profits plus depreciation) available to the 

equity shareholders 

Gi) a valuation of all surplus assets: assets not 

required in running the main business activities of 

the takeover target company. 

(ii) a valuation, on a break-up basis, of the 

operating assets. 

(iv) estimates of the cost and timing of replacement, 

in respect of all non-surplus assets. 

(v) the amount and timing of any loan redemptions. 
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. In the estimating of future cash flows under (i) 
above, the analyst should be concerned with 
incremental flows — this includes, besides cash flows 
that may accrue to the company being taken over, 
higher profit that may be earned in the area of the 
acquiring company’s existing operations as a result of 
economies arising from the acquisition. Also to the 
extent that any additional capital investment . (not 
covered under (iv) above) is required to achieve the 
estimated level of cash inflows, clearly the net of taxes 
and capital allowances effect of this should be taken 
into forecast cash flows. 

Assuming that the acquired firm will continue to be 
operated into the foreseeable future, and. that surplus 
assets are ralised, it is possible by taking (i), (ii), (iv) and 
(v) together to determine the cash flows resulting from 
the acquisition. Using discounted cash flow technique, 
the present value of the target company may then be 
obtained. 

Merrett and Sykes? state that for this purpose: 

` “t is generally most desirable that the analysis be 

conducted in terms of the equity net cash flows 
discounted at the purchasers equity cost of capital 
and for subsequent analysis to take into account 
any special financing advantages or disadvantages 
of the new acquisition.’* 

The acquired company may have only a limited 
economic life. Comparison of the present value of 
items (i) and (v) with the present value of item (iv) will 
indicate whether this is so. Clearly, if the present 
value of the costs of replacement exceeds that of net 
income, the business is of limited economic viability. 
This does not mean that it is not worth buying, but 
that it should be treated as an investment with a 
limited life. If so, the present value of the target com- 
pany should be calculated by aggregating the dis- 
counted estimates of (i) - over the economic life of the 
business – (ii) and (v). 

Equally, the business is one without an economic 
life if the break-up value – (iii) above – exceeds the net 
present value of future cash flows. This type of 
investment — the asset situation — is attractive only 
where the purchase price is less than the asset value, 
and the assets can readily be sold off. 


Estimating future cash flows 
The pre-acquisition analysis will have highlighted the 


* Thus the preferred rate of discount should be the cost 
of equity capital related to estimated net equity cash flows. 
This is estimated, on average — see the section of this paper 
entitled ‘The Costs of Debt and Equity in Financing Invest- 
ment Decisions! — as around 12 to 13 per cent. If, sub- 
sequently, a lesser rate is used, as it may be to allow for the 
issue of non-equity instruments and cash in financing the 
acquisition, it should not be below the weighted average 
cost of capital used to finance the acquisition ~ see ‘Finan- 
cing the Acquisition’ later in this paper. 
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key elements determining profit for each of the 
business operations carried on by the takeover candi- 
date. Thus a rigorous and detailed analysis of past 
financial performances should be undertaken as a 
starting point — although such past performance 
should not be over-weighted in terms of estimating 
future outturns. How past financial results have 
compared with the framework implied by the product/ 
market analysis should be carefully checked, and 
where the company’s business performance has 
deviated from that of the industry, the reasons for 
this should be fully investigated. 

The next logical step is to forecast incremental 
future trading profits. This involves appraising all 
possible ways that the firm might be developed and 
choosing that which maximises the present value of 
the future net incremental cash flows. Economies 
based on rationalisation of manufacturing, purchasing, 
distribution, marketing facilities and general over- 
heads, etc. should all be evaluated. From the incre- 
mental income so derived should be deducted 
corporate taxation and the discounted value of any 
capital investment necessary to maintain and expand 
the business. In estimating rationalisation and 
synergy gains, it is wise to take a somewhat pragmatic 
and sceptical view, bearing in mind the guidelines 
regarding synergy release previously referred to. 

In assessing incremental cash flows resulting from 
an acquisition any losses which are averted as a 
result of the takeover should be taken into considera- 
tion. Thus if firm A does not buy out firm B, and this 
gives C an opportunity to merge with B instead, A 
might suffer a loss of business. 


Asset evaluation 
The valuation of assets at the time of an acquisition is 
important to both purchaser and seller. 

The first objective is to identify and value those 
assets required to carry on the business, and those 
that are surplus. The purchaser is interested mainly 
in the value of those assets that are to be retained, on 
a replacement cost basis. But he should require 
details first, of their resale value, and second their 
estimated remaining life and cost of subsequent re- 
placement. This analysis is often approached by 
setting out total figures for various classes of assets, 
e.g. plant and machinery, vehicles, etc. and only 
looking at single assets where their cost is large in 
relation to the total business. 

The valuation should provide an estimate of the 
resale value of surplus assets. If it is likely that the 
surplus assets will appreciate, an indication of likely 
movements in value should be obtained. ТЕ the rate of 
appreciation exceeds the purchaser’s cost of capital, 
the assets may be worth holding for resale at some 
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later time. у 

"Тв valuation process requires sectio attention, 
and the expert opinion of engineers, property valuers 
and surveyors should always be sought. Indeed, many 
companies who regard acquisitions as an integral 
source of growth employ staff property experts. 

The above valuation procedure should be backed, if 
possible, by an evaluation of net current assets. 

Having carried out the above routine investigation, 
the purchaser will be armed with schedules of: 

existing assets necessary to carry on the business at 

replacement cost and resale (or break-up) value; 

an estimate of the economic life of the assets 

necessary to carry on business together with 

necessary replacement outlays at the end of that 
life, 

surplus assets at resale value. 

The minimum value of the business to the vendor 
should be the sum of all assets at break-up value. ЈЕ 
the purchaser can buy the business for less than this, 
clearly he can reap immediate short-term gains 
merely by liquidating all assets. 


Taxation 
Taken in conjunction with loan redemptions, details 
of which are readily available since such information 


‘is required to be registered at Companies’ House, the 


purchaser will have data on all five key points set out 
above. Before these estimates are converted into net 
cash flows, the impact of taxation needs to be examined. 
The effect of the change of ownership should be in- 
vestigated, whether the company to be acquired has 
any tax losses, or any substantial capital allowances to 
be carried forward — these are all important points. 
Past rates of taxation should be studied in relation to 
profit$ with special reference to overseas businesses. 
This part of the evaluation will result in the purchaser 
having such an insight into the takeover candidate 
company's tax position that he is able to estimate 
future tax bills in the light of his profit forecasts. 
Estimates of likely future net of tax incremental 
cash flows — suitably adjusted where necessary for 
replacement of worn out assets — taken with realisa- 
tions of surplus assets and loan redemptions will 
provide information, which when discounted at the 
cost of capital* will provide a reasoned valuation of 


* So far during this article, the cost of capital has not 
been discussed in any detail. This topic is a complex one. 
Whilst it is commented on briefly towards the end of this 
paper under the heading ‘The Costs of Debt and Equity in 
Financing Investment Decisions’, interested readers are 
referred to A. J. Merrett and Allen Sykes, ‘The Finance 
and Analysis of Capital Projects’, Longmans, 1963; ; J. Fred 
Weston snd Eugene F. Brigham, * Finance', 
Holt, Rinehart and Winston, 1970, or Harold Bierman, Jnr, 
and Seymour Smidt, "The Capital Budgeting Decision’, 
Macmillan, 1956, where comparatively straightforward ex- 
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the business to be acquired. | 

This price, should be the maximum price that the -~ 
purchaser is prepared to pay. The minimum price, in 
the case of a company with a stock market quotation 
will generally be set by the stock exchange share 
price.* In fixing the bid price, the purchasing com- 
pany will have in mind the value based on the stock 
market price, the break-up value and the discounted 
net present value. 

À certain amount of haggling takes place between 
vendor and purchaser before an acceptable price is 
reached; the machinations that precede the arrival at 
the final price are well documented in the financial 
press and the objective accounts of this aspect of 
acquisitions. An interesting analysis of how the 
haggling process develops and leads to an acceptable 
bid price із set out in reference. ?5 


The use of debt and equity in 

financing the acquisition 

Throughout this paper the view has been taken that, 
in making any acquisition, the company will be 
moving towards the achievement of maximum long- 
term growth іп earnings per share. — 

Earnings per share growth may result from im- 
proved trading performance, but it can also spring 
from an acquisition, whether through changed 
accounting (e.g. depreciation) practices, or the method 
of financing the acquisition. It is important to 
appreciate the gains —and pitfalls ~ of various financing 
arrangements. 

The implications of different financing policies are 
illustrated by means of the numerical example sum- 
marised in Tables 2 and 3. Table 2 shows relevant 
financial statistics for three companies with total 
capital of Хот financed from different sources. 
Because of the various methods of financing, both the 
amount available for the ordinary shareholders and 
the companies’ earnings per share differ. 

Table 3 shows the effect on profit available for equity 
shareholders and earnings per share, assuming that 
the net profit of each company (at the pre-interest, 
pre-tax level) increases by 20 per cent. 


positions of the subject are set forth. The rate of discount 
used in this type of analysis should in no circumstances be 
less than the weighted average cost of capital used to finance 
the acquisition. But generally itis preferable to begin with the 
equity cost of capital based on an opportunity cost approach – 
that is, 12 to I3 per cent for most companies (see “The Cost 
of Debt and Equity in Financing Investment Decisions’ 
later in this paper) — and take financing advantages, which 
lower the overall cost of capital, into account subsequently. 

* However, there are exceptions; for example, the suc- 
cessful bid by Lines Brothers Ltd for Meccano Ltd, and 
the unsuccessful bid for Rachelle (Soft Drinks) Ltd, pro- 
ducing cyclamate-based drinks, who received an offer of 
28 6d per share when the stock market price stood at 8s 44d 
per share. 
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It can be seen from the tables that earnings per 
share growth is greatest in the case of the highly 
geared Company C. However, had the net profit 
before interest and tax fallen, the decline in earnings 
per share would have been most pronounced in the 
case of the highly geared company. 

Because of this, the stock market has developed 
certain rules of thumb as to the maximum acceptable 
level of debt in corporate financing — for manufactur- 
ing industrial companies, this is frequently reckoned 
to be around 35 per cent of capital employed; for 
property companies, it is higher because of the 
security offered by property backing, and is said to be 
around 65 to 70 per cent of capital employed. 

Given these approximate upper limits for debt 
capacity, the financing policy that utilises debt in 
such a way as to increase earnings per share — and 
hence the total vlaue of the corporation* ~ at the most 
efficient rate consistent with acceptable risk, should 
be chosen. 

Equally important in scquisition financing, but 
through the use of equity as opposed to debt, is the 
question of the relative P/E multiples of the bidding 
and the victim companies. 

ТЕ a take over is financed solely by equity shares (to 
leave aside, for convenience of illustration, the com- 
plexities of debt financing) the P/E ratio of the 
acquiring company following takeover of a subsidiary 
should, in theory (with no immediate operating 
economies or benefits) be the average of the P/E 
ratios of the two companies weighted by the respec- 
tive levels of earnings. 

In Table 4 it is assumed that company Р is to take — 
over company Q, the acquisition being financed by 
the issue of 5.33m ordinary 25p shares underwritten 

* There is a learned controversy as to the ability of debt 
financing to vary the total value of the company. The pro- 
ponents of the ‘traditional theory’ of financial management 
~ а detailed account of which is admirably set out in Ezra 
Solomon, ‘The Theory of Financial Management’, Colom- 
bia University Press, 1963 — suggest that the judicious use 
of debt will enhance the total stock market value of a com- 
pany. By contrast the original empirical studies of Modigliani 
and Miller (see “The Cost of Capital, Corporate Finance 
and the Theory of Investment’, American Economic 
XLVIII, No. 3, 1958) indicated that the total value of the 
corporation is independent of capital structure. However, 
in a subsequent paper — following a reply by David Durand 
(see ‘The Cost of Capital in an Imperfect Market: A Reply 
to Modigliani and Miller’, American Economic Review, June 
1959) – Modigliani and Miller modified their opinion to the 
effect that where interest is deductible for taxation purposes, 
the total value of the company may be enhanced by the use 
of debt — but only by virtue of the taxation treatment of 
debt interest (see F. Modigliani and M. H. Miller, ‘Cor- 
porate Cost of Capital: A Correction’, American Economic 
Review, July 1963). 

Thus it appears that whether the traditional theory or 
the Modigliani and Miller hypothesis is accepted, either 
implies some increase in the total value of the company 
through the judicious use of debt. 


TABLE 2 ` ў 
geringe per Share in Base Year 


\ T of £1 each 
Reserves 
Debentures (10%). 


Gearing (debtto total capital) .. 
Net profit before interest and tax 
: Interest on debentures 


Taxation (40%) 
Net profit available for ordinary sharehóldera 
Earnings pershsro ` 


TABLE 3 
Earnings per Share In Subsequent Year 


Net, profit before Interest and tax 
_ Interest on debenture 


Taxation (40%) 
Net profit available for ordinary shareholders 


Farings pershare 
Earings pershare growth - 


at £2.25 each. It is reasonable to assume that the 
stock market will reduce the earnings multiple attri- 
buted to the new group, because, before the takeover, 
the expected earnings growth of company P was. 
12$ per cent р.а. compound (see Table 4) and the 
growth rate, post-acquisition, is only 74 per cent p.a. 
compound. The post-acquisition position is set out in 
Table 5. 

In theory, the value sé the ne dile corpons 
tion should remain, following the takeover, the same 
as the sum of the value of company P and company 
Q. This would place a value of £30m on the new 


TABLE 4 

Relevant Statistics for Companies P and Q 

before Acquisition Р 

| ' ` Company P Company Q 

Share capital in 25p shares © £2m. £2m. 

Earnings for ordinary | | 
shareholders ` Мт. 

Earnings per share : 12.5p 

Price/earnings ratio 18 

Share price' 225p 

Expected rate of growth in 

> earnings per share (say) 

Value of equity capital 


S20 124% 
£18m. 
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. Company A · Company B .Company. С 


Company B Company C 
£m 
1.80 


0.35 


1.45. 
0.58 


0.87 


Company A 


26.1% . 





group, and imply a РЈЕ ratio of 15. The theoretical 
effect of the acquisition will be to increase the 
earnings per share of P Ltd from 12.5p 10' тор per 
share, and the P/E multiple, reflected in the share 
price, steady at 225p will reflect the group's de- 
creased earnings growth potential, age а 


: 18 times to 15 times. 


However, it appears from empirical investigations, 
that the actual post-acquisition P/E tends to be higher 
than the theoretical one in acquisitions where there is 
an immediate boost to earnings per share (i.e. the 
type above). Thus the post-acquisition P/E of com- 


TABLE 5 
Position following ÄÁcquisition by P Ltd 
ofQ Ltd. 
Company P Ltd. and 
A | subsidiary а Ltd. 
Share capital in 2bp shares : £3.33m. 
Eamings for ordinary у 
shareholders ` 
Earnings per shara 
Expected rate of growth in 
' earnings per share 
Value of new group 
Price/earnings ratio ` 
Share price ` 


а 
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pany P would probably exceed 15. 

Where an immediate dilution in earnings per share 
occurs, the evidence indicates a similar tendency for 
the actual multiple accorded by the market following 
acquisition to be below the theoretical one. This 
situation, which would -have occurred had it been 
company Q taking over company P in the example 
above, is set out in Table 6. In this case the theoretical 
P/E of 15 would be greater than that occurring in 
practice. 


TABLE 6 
Position assuming Acquisition by Q Ltd. 
of P Ltd. ` 
Company Q Ltd. and 
subsidiary P Ltd. 
$ £5m. 


Share capital in 2bp shares 


Eamings for ordinary, 
shareholders 

Earnings per share 

Expected rate of growth in 
earnings per share 

Value of new group 

Price/earnings ratio 

Share price 





. It appears that, whether financed by debt or ordin- 
ary share capital, or a mixture of the two, the strategy 
should be to’ increase earnings per share within 
normal levels of acceptable risk. : 

But there may be a conflict between short-term 
earnings per share performance, and long-term earn- 
ings per share prospects. Where there is a short-term 
boost to earnings per share (e.g. an acquisition of the 
type above where company P takes over company Q) 
but a longer-term dilution, this dilution must be borne 
in mind, and.if possible quantified, in assessing the 
relevant merits of the acquisition. In the case of com- 
pany P's takeover of company Q in the example above, 
the effect of the acquisition on projected earnings per 
share can be seen in Table 7 below, which assumes that 


without the acquisition, earnings per share will begin. 


at 12.5p per share and grow at 12] per cent per annum 


TABLE 7 
Projected Earnings per Share of Company P Ltd. 
with and without Acquisition of Company О Ltd. 
Year Projected Projected Effect of 
earnings earnings acquisition 
per share ої persharaof оп earnings 
сотрапу Р. company Р parshare ОР 
(without (with acquisi- of P Ltd. 
tion of Q) 


acquisition) 
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compound. With the acquisition, the base year earn- 
ings per share will be 15р per share with growth 
thereafter at 74 per cent per annum. 

As an alternative to the acquisition of company Q, 
assume that company P can take over company R, 
again by the issue of equity shares, and that the effect 
of such an acquisition is to dilute earings per share in 
year о from 12.50p per share to 10.83p per share, but 
to enhance growth prospects from 124 per cent to 25 
per cent. The earnings per share projections, in these 


circumstances, are shown in Table 8 where it can be‘ 
seen that, in contrast to Table 7, short-term dilution’ 


is followed by longer-term growth in earnings. 


TABLE 8 
Projected earnings per Share of Company P Ltd. 
with and without Acquisition of Company R Ltd. 
Year Projected Projected Effect of 
earnings earnings acquisition 
. per share of  pershare of оп earnings 
company P company P per share of 
P Ltd. 


(without (with acquisi- 


tion of R) 
10.83р ' 
13.54p 
16.93p 
21.16p 
26.45p 
33.06p 


acquisition) 
12.60р 
14.06р 
16.82р 
17.80p 
:20.02p 
22.52р. 


—1.67p 
—0.52p 
4-1.11p 
4-3.36p 
+6.43p 
4-10.54p 


, 


Тће assessment of the relative merits of the two 
acquisitions set out in Tables 7 and 8 must take into 
account the longer-term as well as the short-term 
impact on earnings per share. . 

The conflict can be summarised simply. The 
former type of acquisition would, according to the 
empirical studies referred to above, be more accep- 
table from a City standpoint, inasmuch as earnings per 
share received an immediate gain and this would 
probably be accompanied by an enhanced share price. 

By contrast, the takeover by company P of com- 
pany R has caused short-term dilution in earnings per 
share which might be reflected by a depressed share 
price, although in the longer-term, growth prospects 
are greater. 

To assess the true merits of each case it is necessary 
first to set a time limit over which the assessment is to 
be made — in the figures set out in Table 9 this has 
been taken as five years ~ and second to take account 
of the time value of money, as has been done in 
Table 9, using a discount rate of ro per cent net 
of tax. 

The acquisition of R Ltd by P Ltd is to be preferred 
on these criteria to that of Q. (See Table 9.) 

: In concluding this section it should be clear that in 
financing acquisitions, as in managing the corporate 
structure, the policy should be to use debt capacity 
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TABLE 9 
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Incremental Earnings per Share Gains Resulting from Acquisition by P Ltd of Q Ltd and R Ltd 


Discounted to Present Value 


Impact on earnings per share (new pence) 


Discount 
factor at 10% see Table 6 
1.000 + 2.50 
2.06 
0.826 + 1.51 
0.751 + 0.83 
0.683 + 0.01 
0.621 — 0.99 
Net present value of gain in 
projected eamings per share 


0.909 + 


(within the limits imposed by the stock market and 
by trust deeds) so as to maximise earnings per share 
growth. Further, in assessing the contribution of an 
acquisition to earnings projections, such projections 
should be discounted to present value. However, if 
stock market credibility is to be maintained, the 
period selected in such projections should be com- 
paratively short. 

Obviously the acquisition that enhances the level 
of immediate earnings per share, and at the same 
time increases prospective growth in earnings, is to 
be preferred., But some conflict is generally encoun- 
tered inasmuch as dilution either in the level of 
short-term earnings per share or in earnings per 
share growth occurs. 


The costs of debt and equity in 
financing investment decisions 
The whole of this sub-section takes into account the 
existing corporate tax structure. The amendments to 
company taxation foreshadowed in the Green Paper 
on corporation tax reform will, when implemented, 
change the figures somewhat. Indeed the gap between 
the cost of equity and fixed interest finance will 
narrow considerably; on the basis of the example in 
the Green Paper, The Financial Times? observed: 
‘The new company tax reform proposals suggest 
that to put £100 net into the pockets of its finan- 
ciers, the company will need to make only 2200 
pre-tax as against £238 now for shareholders and 
£143 for lenders.’ 
However, since it is not yet clear whether the Govern- 
ment will wish to base future company taxation on 
the German ‘two rate’ type system or the French 
method of a tax credit for shareholders, or what the 
future rate will be, there is little that one can say 
about future required rates of return. When the 
choice is made, the argument in this part of the paper 
will need revision; meanwhile the presentation is 
with the background of the present corporation tax. 
Generally speaking, debt is the cheapest form of 


P Ltd. takes over Q Ltd. 





P Ltd. takes over R Ltd. 

see Table 7 Discounted 
— 1.67 — 1.67 
— 0.62 — 0.47 
+ 1.11 + 0.92 
+ 3.36 + 2.52 
+ 6.43 + 4.39 
+10.54 + 6.54 


Discounted 
2.50 


4:12.23 


raising new funds. The net of corporation tax cost of 
10% per cent debenture is: 
10} (1–0'40) —63 

because debenture interest is an allowable expense in 
calculating corporation tax payable. By contrast the 
dividend payable on preferred capital is viewed, for 
tax purposes, as an appropriation of profit, not a 
charge against profit. Thus the net of corporation tax 
cost of capital raised via 10$ per cent preference 
shares is I0j per cent. For this reason, the choice of 
preference shares as a means of providing corporate 
finance has declined dramatically. 

Assessing the cost of equity capital is somewhat 
more complex; various formulae have been suggested, 
but none is generally agreed. Some approaches are: 

(a) the earnings yield basis; i.e. the current earn- 

ings per share divided by the share price; 

(b) the dividend yield plus an allowance for growth 

(either of future dividends, or future share price); . 

(c) the opportunity cost approach; 

(d) the earnings yield plus an allowance for 

growth.* 

My own preference is for two of the above икре: 
The first is the ‘dividend yield plus growth’ formula. 


* This approach, used by С. P. E. Clarkson and Bryan J. 
Elliott (see ‘Managing Capital Funds’, National Westminster 
Bank Quarterly Review,. August 1970), recognises that, in 
issuing new equity, the company should attempt to avoid 
both short-term earnings dilution and long-term dilution in 
earings per share growth. Their cost of equity capital 
(calculated by earnings yield plus growth in earnings per 
share) is the rate that should be attached to new equity 
capital in order to avoid both types of dilution. T'he Clarkson 
2nd Elliott approach used the following argument. Additional 
new equity may be raised by a company either by way of a 
rights issue or a takeover bid. Equity raised in such ways 
poses an immediate threat of dilution to earnings per share 
on the shareholders’ capital before the issue. It has been 
shown in the numerical examples above that this dilution 
may be on the existing level of earnings per share or on its. 
growth rate. If dilution is to be avoided, the return on new 
equity money must exceed the sum of the existing earnings 
level plus the earnings growth expectations of equity share- 
holders. In other words the net of corporation tax cost of 
equity capital is given by earnings yield plus earnings 
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'This seems appropriate because investment financed 
by equity capital ought to earn at least the rate of 
return that investors expect to receive from such 
investment. The real return to the investor in a share 
is given by the sum of the dividend yield, its growth 
and the sum received when he sells out compared 
with initia] cost. Assuming a constant growth in 
earnings, constant ratio of earnings to dividend, and 
а constant P/E ratio, it can be shown that the true 
return approximates: 
dividend yield+-growth in earnings. 

Clearly, companies that have high expectations of 
growth will have a low earnings yield (and of course a 
high P/E ratio) and consequently a low dividend yield. 

At the present time the average dividend yield is 
around 44 per cent to 44 per cent. Research® in- 
dicates that the average growth in equity earnings 
between 1955 and 1965 amounted to just under 5 per 
cent and between 1960 and 1965 the average annual 
increase was under 44 per cent. Using these figures, 
the cost of equity capital for the average company 
would amount to somewhere between 8$ and 9 per 
cent. Similar estimates have been obtained from 
other empirical studies.?? 

The second method of estimating the cost of equity 
capital uses the opportunity cost concept. Here the. 

, argument is that the company, in raising new equity 
finance, should endeavour to give the shareholder а 
return comparable with tliat from alternative invest- 
ment in a cross section of equity shares. Over long 
periods, the evidence% is that a balanced portfolio 
yields, on average, a return — in terms of net of tax 
dividends plus capital gains — of between 8 and 9 per 
cent. In order for a company to give its shareholders 
this sort of return, it must invest in projects that 
promise to yield a return (net of corporation tax) of 
around 12 to 13 per cent on а DCF basis. 

The conclusion from these two methods of cal- 
culating the cost of equity finance is that investment 
financed by equity should only be undertaken if it 
yields a return at least equal to the higher of the 
above two returns, namely I2 to 13 per cent net of 
corporation tax, based on the opportunity cost 
approach, or the sum of the company's dividend 
yield plus estimated earnings per share growth, which 
for the average company might amount to between 
8} and 9 per cent net of corporation tax. 

. With this background, debt ~ costing around 
61 per cent net of corporation tax ~ is clearly to be 
preferred to equity costing around 12 per cent, as an 
instrument for financing growth. Although if a bidding 
company's share price is temporarily overvalued, the 
incentive to issue equity is clearly greater pro rata. 

However, it is frequently the case that in nego- 
tiating takeover terms the company being taken over 
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demands the right to participate in the future growth 
of the new group by having some stake in its equity. 
If ordinary share capital were issued immediately, 
dilution in earnings might occur. This may be over- 
come through the use of a loan stock with provisions 
for conversion into ordinary shares after a given 
time. For example, Table ro shows in the first 
column the earnings per share effect on company X 
of financing its bid for company Y wholly by equity. 
The dilution occurring in the period immediately 
following acquisition is eliminated by the use of a 
loan stock convertible to equity after year 3. 


TABLE 10 
Effect of Convertible Loan Stock in a Situation 
where Earnings Dilution would Occur with 
Equity Financing 
Year Increase or Decrease in Bidding 
Company's earnings per share 
if financed by equity if financed by loan 
stock convertibla to 
equity after year 3 
+1p 
+2p 
+3p 
+4p 
+7р 
4+11.5р 





The use of convertible loan stock finance gives the 
bidding company a breathing period to enhance 
earnings following an acquisition without being 
involved in short-term earnings dilution, although 
the effect of conversion in terms of arriving at a fully 
diluted earnings per share picture should be set out 
on the face of the accounts ~ see the Institute of 
Chartered Accountants exposure draft on earnings 
per share. 

Similarly, the use of a loan stock with a warrant 
entitling the holder to subscribe for a specified 
number of shares at predetermined prices* over the 
life of the security achieves the same purpose. 


The use of cash to finance acquisitions 
Cash can be used in an acquisition package in two 
ways. By negotiating underwriting provisions for the 
bid, a cash alternative to other forms of instrument 
may be offered to the shareholders in the target 
company. Alternatively, cash may be offered direct 


* An alternative argument is to look to the return avail- 
able from alternative investment of cash in preference 
Shares as providing the minimum acceptable return. To 
the corporate shareholder, the effective return (on a net of 
corporation tax basis) is at present around 9} per cent – the 
equivalent of about 164 per cent on a gross of tax basis — 
and there would seem to be no reason not to use this as the 
minimum required return from cash investment. This point 
is brought out by C. F. Pratten in his analysis of Slater 
Walker Securities’ acquisition of Greengate and Irwell — 
sce reference 33. 
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by the bidding company. In the latter case, the 
acquisition evaluation should ensure that cash in- 
vested directly earns a minimum return equal to that 
achievable through alternative forms of long-term 
investment. Às previously mentioned, investment in 
a wide cross-section of equities has tended to yield 
between 8 and 9 per cent net of taxes. In order to 
justify investment of cash in any acquisition situation, 
this return should be the minimum cut-off period. 
Whilst the cash flow accruing to the investor on the 
convertible exceeds that of the ordinary shares con- 
verted (assuming the stock market prices of con- 
vertible and equity move in sympathy) there is no 
incentive to convert. 

If cash is raised by a rights issue and then applied: in 
financing an acquisition, the cost of equity capital (plus 
issue costs) is the relevant input into the calculation. 


Financing the acquisition 

The two key factors in the financing of takeover bids 
are, on the one hand, that earnings per share should 
be enhanced by the bid, and on the other that the 
anticipated incremental cash flows, discounted prefer- 


ably at the equity cost of capital, but, at lowest, at. 


the weighted average cost of finance used in the bid, 
should exceed the cost of such a bid. 

. With reference to the former criterion, anticipated 
earnings per share changes (taken over a compara- 
tively short period of time because of the stock 
market's dislike of short-term earnings dilution) 
arising as a direct result of the acquisition should be 
discounted at a predetermined rate. 

In calculating the weighted average cost of finance 
used in an investment decision, the following costs 
of finance should be taken: 


Net of corporation 
tax cost 

debt finance costing say - x (1-0:40) % 

x% before tax 

preference shares costing yY% 

say y% before tax 

equity finance l either, 12-13% 
or, dividend yield + 
anticipated growth 
rate in earnings per 
share (ex acquisition) 
(whichever is greater) 

convertible loan stock - net cost of debt as a 

until conversion minimum 
after conversion cost of equity 
cash minimum 8-9% 


Immediately apparent from the use of the costs of 
capital set out above is the need to achieve fairly 
quick returns from acquisitions to justify the sub- 
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stantial sums paid by companies in bid situations.* 
The bolstering of short-term incremental gains 
through cutting out losers, through seeking econo- 
mies of scale, e.g. pooling buying resources, through 
realising surplus assets, and selling divisions with 
inadequate profit potential, and seeking sale and lease- 
back opportunities? is often the only way to траке 
the necessary impact required to justify bid prices. 


Post-acquisition integration 

The period immediately following an acquisition 
should be seen as the key time in terms of laying the 
foundations for realising the potential of a takeover. 
It is then that a pattern of relationships is established 
that will continue into the future ~ thereafter such 
relationships are only changed by a major reorganisa- 
tion. Indeed, it is a golden rule of the successful 
merger that group management should face the 
problems of its new subsidiary as early as possible. 
If gains are expected from integration or rationalisa- 
tion, the sooner that the decision to integrate or 
rationalise is put into operation, the greater will be 
the present value of cash flow gains. 


The post-acquisition appraisal 
At the start of this paper it was recommended that 
before any takeover approach is made, the acquiring 
company should institute a detailed assessment of the 
financial and business capabilities and potential of 
the target company. This assessment will have been 
undertaken from the outside looking in, and access 
to all relevant facts may not have been available. 
Before action is taken to reorganise the acquired 
company, it is essential to check all facets of the pre- 
acquisition appraisal. Indeed this should be the first 
duty of group management after gaining control of 
the takeover target company. A small team ~ which 


` should include the key personnel who are expected 


to move to the new subsidiary ~ should be assigned 
to make a detailed assessment of management capa- 
bilities, business performance, and profit potential. 
This will act as a check on the analysis made at the 
pre-acquisition stage, and will culminate in recom- 
mendations for management reorganisation and 
rationalisation, and lead up to reformulation of the 
integration plan. 

In some instances, it may be possible to undertake 
this part of the work leading to the final integration 
plan before a bid price is agreed. But roo per cent 

* G. D. Newbould, in his research study ‘Management 
and Merger Activity’, observed that none of the 38 bidding 
companies in his sample attempted to undertake acquisition. 
analysis using the DCF criterion. This fact, coupled with 
the very high rates of growth necessary to justify the prices 
Ер ee 
disturbing lack of fundamental pre-acquisition analysis in. 
takeovers. 


X. 
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access before acquisition is the exception dis than 
the rule - though if the necessary detailed examination 
can be arranged before takeover, then the purchaser 
should do so. 

In acquisitions where it is not possible to make a 
full ‘face-to-face’ analysis beforehand the appraisal 
procedure, which should include studies of business 
and profit potential and an audit of management 
personnel, should begin on day one of the post- 
acquisition period. The management audit should 
involve a series of interviews designed both to estab- 
lish a picture of managers' personal strengths and 
weaknesses and also to enable group management to 
see how the organisation works in terms of responsi- 
bilities, authorities and relationships. During the 
course of these interviews, group management will be 
looking not just for executive competence; it must 
always be borne in mind that the ability to get into 
the anticipated organisation structure is of utmost 
importance. It is also important to find out whether 
key management personnel will be willing to serve in 
the new environment. : 

At the same time, the profit and business perform- 
ance audit will be concerned first with specifying the 
range of ‘businesses’ (see under the heading of pre- 
acquisition analysis) that the company is engaged in. 
This analysis will identify for each ‘business’, the key 
variables necessary for success. Whilst verifying past 
profit performance and projecting (in outline) future 
out-turns, rationalisation possibilities will also ‘be 
focused upon. With this in mind, a property expert 
should be assigned to report on values of all properties 
owned or occupied. by the new subsidiary with 
particular reference to redevelopment or sale and lease- 
back possibilities. 

All this information will be Drought together to 
make plans for future action. Short-term rationalisa- 
tion gains might accrue from selling off surplus 
assets, cutting out loss-making activities, transferring 
work from one factory to another, consolidating head 
office staffs, centralising duplicated functions and 
services — for example, purchasing and research and 
development. 

The integration plan is the logical development 
from the post-acquisition appraisal. It should begin 
by restating the objectives of the acquisition and it 
should show how these objectives are to be realised. 
It will highlight management reorganisation plans, 
the past and likely future performance of all the 
‘businesses’ comprising the new subsidiary company, 
rationalisation plans, and the future corporate stra- 
tegy recommended for the acquired company. This 
last aspect will take full cognisance of other group 
companies’ future plans and will specify the detailed 
mechanism, including timing of integration — for 
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example, such aspects as the phasing out of the new 
subsidiary's existing product range and the launch of 
a joint range of products. 

Attention was paid earlier to the pre-acquisition 
financial and business analysis of the acquired com- | 
pany; the post-acquisition appraisal will act as a 
check on key features in the pre-acquisition estimates, 
and will also specify future strategy for the business 
and for the absorption and motivation of management 


personnel. 


Maintaining post-acquisition 
momentum 
Integrating two corporate entities is invariably time 
consuming and intellectually taxing for management. 
It is therefore essential that there should be an 
adequate supply of ‘managers of change’ irrespective 
of whether these executives come from the holding 
company or the acquired company. This requirement 
is reflected in the statement of an executive of a 
highly onus acquisition-orientated American 
company.» 
“We appraised our position when we started on the 
acquisition.trail and found that our major strength 
was in management, whereas we had a negative 
working capital position. So we used preferred 
stock to buy companies in trouble at distress prices. 
Then we put our superior management in and 
turned the situations around. The results were so 
successful that we are now able to borrow long- 
term and pay for our acquisitions in cash. Now we 
have a very positive working capital position ~ but 
no managers to spare. So we buy well-managed 
companies these days.’ 
The post-acquisition management audit, which is 


designed to highlight management supply and 


demand within the new subsidiary, will obviously 
provide guidelines in this area, It will enable a blue- 
print, which will be part of the integration plan, to 
be produced for the new organisation indicating 
where managers fit in and the existing gaps in the 
management structure. It will indicate details of the 
new organisation, make explicit the job descriptions 
of both new executives, including the new chief 
executive placed in the subsidiary by the holding 
company, and of those executives retained from the 
pre-acquisition period. 

In terms of maintaining morale following a take- 
over and of being sure of the capabilities of manage- 
ment personnel in the acquired company, some 
authorities on mergers recommend that rationalisa- 
tion of executive employees should not be done 
hastily. As an example of this opinion, Stanley . 
Vance? states that: 

‘Successful merging depends very much on effec- 
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tive absorption of executives and managers into 
the parent firm. There rarely is a surplus of top 
technical talent in the taking-over firm. Conse- 
quently, at least during an interim period, it is 
usually expedient to follow a status quo policy in 
regard to management. The nature and duration 
of this interim period will vary depending on so 
many variable factors that no single formula will 
prove effective in all situations. 

But once it is firmly decided that managers are in 
excess of requirements, action should be taken. At 
this stage the foundation for future difficulties is 
often laid by creating sinecure positions for surplus 
staff, often those who were previously Board members. 
The managers concerned can cause discontent, and 
undermine morale. Rather than have their dissatis- 
faction festering in the organisation, they should be 
dismissed. 

One of the most crucial factors in maintaining 
post-acquisition momentum and movement towards 
the achievement of acquisition objectives is the 
motivation of the management of the new subsidiary. 
Motivation can be achieved not only through in- 
creased financial rewards both in salary and stock 
option terms, but by various non-financial incentives, 
for example: 


achievement against company targets 

work recognition . 

promotion prospects 

scope for wider responsibilities 

satisfaction in the work. 

Тће immediate post-acquisition period is a time 
when changes are expected, and one of the most 
valuable — both from the standpoint of the holding 
company and from the standpoint of the employees 
of the new subsidiary — that can possibly be made is 
to create an environment in the newly purchased 
subsidiary with all the above motivators, and in 
which new ideas are encouraged. 

Through the terms of the acquisition, it is possible 
that some of the main executives in the subsidiary 
company ~ executives previously holding a large 
stake in the equity of the purchased company – have 
become wealthy men; their motivation is essential to 
the results of the company because of their key role. 

Parallel with the process of motivation is the need 
to obtain total commitment from all employees con- 
cerned. This is best achieved Ъу allaying their 
anxieties and by educating and communicating to 
them the objectives and plans of the merger. At all 
levels of management, personal interviews with mana- 
gers are the most effective means of communication, 
and at the higher levels this approach should always 
be followed. Аг the lower levels, dissemination of 
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information may have to take the form of letters and 
meetings. However, generally the greater the number 
of employees who can be seen personally on their 
own ground ~ i.e. in their own factory, shop or office 
~ the better the communication process. 

The resistance which employees show following 
an acquisition or merger is generally rooted in fear 
of the unknown, rather than fear of change. The 
process of education, then, must be designed to tell 
employees what is to happen, why and when it is to 
happen, and what will be the effect on themselves. 

But this process of communication does not stop 
at employees; it should also cover all other parties 
likely to be affected, for example, trade unions (the 
impact of a merger on members is often communi- 
cated to the union before the employees), suppliers, 
customers, agents, local authorities, etc. 


Control systems 
The early installation of an effective control and 
reporting system to head office is another character- 
istic of the successful merger. What group manage- 
ment wishes to achieve through the control system is 
first to monitor the subsidiary company’s performance 
and thereby prevent surprises, and second to enable 
it to make decisions affecting the companies in the 
group. The first objective is best achieved by the 
introduction of a budgetary control system together 
with detailed reports on variances. Internal reporting 
on such aspects as stock levels, receivables, etc., 
should be implemented by spot checks and internal 
audits either by the group management accounting 
or internal audit function. In reviewing subsidiary 
company reports, special attention will.be paid to 
the key variables in the profits equation to ensure 
that these are under control. As regards the second 
objective, information for management decisions will 
flow partly from the routine reporting system, and 
the institution of one-off studies as and when required. 
However, it must be stressed that the figures alone 
cannot. control the operation. They must be backed 
up by direct person-to-person contact. Leighton and 
Tod* suggest that: 
*Group management ought to visit each acquisition 
at least once a month and maintain frequent tele- 
phone contact. We have found it advantageous to 
go to them rather than to ask them to present their 
problems at the corporate offices; group manage- 
ment is then in a better position to monitor on-the- 
spot performance. In reviewing our records, in fact, 
we find that last year our team spent 42 per cent 
of its time visiting its group companies; and we do 
not see how we could have maintained effective 
rapport and control with any lesser expenditure of 
trayelling time.’ 
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Forward planning 
The revised integration plan, piped shortly after 
the acquisition, should contain a detailed long-term 
plan for the new subsidiary. This part of the integra- 
tion plan will begin from the agreed corporate objec- 
tives and ‘set out for each ‘business’ activity com- 
prising the company the changes in corporate strategy 
that are necessary, together with their timing, to 
“achieve the stated objectives. This phase of the 
integration plan represents the establishment of a 
long-term implementation programme, and when 
agreed it becomes a blueprint for future growth. 
The implementation programme is effectively the 
future operating plan of the new subsidiary, and as 
such it should be updated annually and performance 
should be continuously monitored against plan. 


Conclusion 
The purpose of this article has been to set out a 
framework for the analysis, financing and integration 
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of potential takeover target companies. However, 
because of the very different profile and require- 
ments of most acquiring companies, there are certain 
aspects of this framework which will vary from one 
company to another. For example, the views of the 
management of one company on the development of 
screening criteria for takeovers will almost certainly 
vary from that of others; similarly, the approach of 
one company to the acceptance of short-term dilution 
in-earnings per share may vary from that of other 
companies. Hence there are in-company criteria that 
must be specified before a strategy of acquisition can 
be fully formulated. But with clearly defined takeover 
objectives as a foundation there are general rules for 
acquisition management. It is these rules that com- 
prise the checklist in Table rr, which summarises 
this paper. Whilst the approach set out here.does not 
cover every case, or guarantee success, it is thought 
that a programme of work based on the guidelines 
specified will reduce the risk of failure. 





TABLE 11 

Checklist for Acquisitions 

Objectives 

1. View the corporate plan as the comerstone of 
acquisition strategy. 

2. The plan should quantify (in terms of earnings per 
share) the corporate objective and specify the route 
towards its achievement In the shortest possible time 
atthe least capital cost. 

3. Remember that resources used In an acquisition may 
better be deployed in improving the profit of the 
existing business. 

4. The corporate plan should specify acquisition objec- 
tives both іп financia! terms, and In terms of the type 
of business, its size, product and market that the 
сотрапу 18 interested in. 

b. Generally the greatest chance of success occurs when 
the acquisition candidate is approximately the same 
.size as the acquirer or the same size as the division 
with which It is to be integrated. 

8. In setting acquisition objectives, bulld on existing 
strengths. 

7. Avoid corporate aggrandisement. 

B. Acquisition objectives should enable a company to 
select, as opposed to react to, takeover opportunities. 


Pre-acquisition analysís 

9. Keep а press cuttings file on all acquisition candidates. 

10. Study candidates' past profit record with reference 
to operating ratios. Look in company reports for 
Indications of future plans, loss-making activities, 
etc. 

11. Most companies are in a variety of businesses. 
Analyse the candidates' performance in each of their 
separate businesses. 

12. For each business try to assess the determination of 
demand, the nature of competition. innovations In 
the industry and the tactics necessary for success. 

13. Assess key management personnel, especially their 
motivation, in the candidate company. 

14. Assess whether the candidate's business is an 
entrepreneurial one; If so tie purchase price to 
achievement of profit warranties. 


15. Assess value of properties. 


Integration plan 

18. Specify and quantify the benefits of the acquisition, 
timing of rationalisation gains, closing down loss- 
makers, exploiting underutilised assets, etc. 

17. Remember that synergy results from determined and 
competent management action, it is not automatically 
inherent in a takeover. 


' 18. Remember that financial synergy is easiest to 


achieve; marketing, R and D and production follow 
in that order in terms of ease of synergy release. 

19. Place emphasis upon the need for managers of 
change, whether they come from acquirer or acquired. 
Name the new chief executive of the candidate 
company. 


Financing 

20. Prepare projections of. profits, cash flows and 
resources for: 

(i) acquiring company — with no takeover. 
(1) candidate company — wtth no takeover. . 
(iil) acquiring company — with takeover. -7 
Under (iii), allow for gains as set out in the integration 
plan. 

21. Assess the value of the takeover candidate by dis- 
counting future incremental cash flows achieveable 
from the most economic exploitation of the candi- 
date's resources. 

22. Remember that the acquisition price should not 
exceed the díscounted net present value of incre- 
mental cash flows, and that the effect should be to 
increase long-term earings per share growth. 

23. In financing the acquisition, try to minlmise the 
weighted average cost of capital. 


Post-acquisitlon integration 

24. Act quickly, but not hastlly. 

25. Complete the appraisal of the company ~ but from 
the Inside. 

26. Redraft the provisional integration plan. 

27. Putin new managers as necessary. 


‘ Е н Continued. 
28. Motivate key managers to the hilt. 


overleaf 
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Continued from page 231 А 
29. Insta! control and reporting systems as necessary. 


30. Act quickly in all areas except rationalisation of 
management personnel. Executive talent is generally 
in short supply, make sure that a full assessment of 
capabilities is possible. But once firmly agreed, it is 
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far better that managers in. excess of requirements 
should be treated generously and humanely but dis- 
missed rather than have their dissatisfaction festering 
in the organisation. 


31. Develop a forward strategy and financial plan for 
the new subsidiary. 
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Shareholder Behaviour in the New Issue 


Market — A Preliminary Report 
R. J. Briston, C. R. Tomkins and D. King 


'The theory of finance is firmly based upon the 
assumption that the dominant objective of a business 
‘is the maximisation of the wealth of its owners, which 
in the case of a company is regarded as tautologous to 
the maximisation ofthe value of its shares. James C. T. 
Мао, for example, in his excellent text ‘Quantitative 
Analysis of Financial Decisions”! asserts 
“In this book we shall postulate that the objective 
of financial management should be to maximise the 
market value of the shares of the existing common 
stockholders — or, more simply to maximise the net 
present worth of the company.’ 

Having made this assumption that the maximisation 
` of the net present worth of the company will auto- 
matically Jead to the maximisation of the market value 
of its shares, most writers then concentrate exclusively 
upon the procedures to be adopted by a company in 
the selection of its investment projects and financial 
structure. In effect it is assumed that the shares of a 
company are valued in a perfect stock market whose 
participants have identical attitudes and expectations 
to those of company decision-makers and where there 
is a perfect flow of information from companies to 
investors. 

At the empirical level, too, researchers have con- 
centrated upon the criteria used by businessmen in 
the selection of investment projects. Very little re- 
search has been directed towards such areas as the 
efficiency of stock market pricing and the behaviour 
and attitudes of different categories of investors. This 
deficiency is stressed by Gordon Donaldson? who 
states that most managements will wish to evaluate 
the consequences of their actions upon share value 
even if they are not concerned entirely with the maxi- 
misation of share value. He argues that there is con- 
sequently a need to relate theoretical share valuation 


1 Collier, MacMillan, 1965, p. 18. 

2 ‘Strategy for Financial Mobility’ (Division of Research, 
Graduate School of Business Administration, Harvard 
University, Boston, 1969), p. 34 et seq. 
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` models to reality and points out that although much 


work has been done on stock market price patterns and 
to a lesser extent on the efficiency of stock markets, 
little has been done in the area of shareholder 
behaviour. 

More recently Jon M. Joyce and Robert C. Vogel? 
have argued the need for research in this area: 

‘Thus it seems that the composition of efficient 
portfolios is not uniquely determined but depends 
instead on the time period which has been selected 
for the measurement of risk. Viewed alternatively 
from the point of asset pricing under uncertainty, 
there is not an unambiguous measure of variance to 
use in discounting for risk either absolutely or 
relatively. Perhaps this finding should not be con- 
sidered particularly striking but it still leaves un- 
answered the question: which variance? As will 
appear below, the answer is perhaps to be found 
through more careful examination of investor time 
horizons and the relations of ex ante to ex post.’ 

In an attempt to remedy this situation the authors 
are currently engaged in research financed by the 
SSRC into shareholder behaviour in the new issue 
market. The object of this research project is to analyse 
the behaviour of shareholders who subscribe for new 
issues of shares in the hope that this will enable general 
hypotheses to be formulated regarding shareholder 
behaviour. The new issue market was chosen for this 
purpose because it provides companies with large 
groups of shareholders all of whom were registered on 
the same date and whose subsequent behaviour can be 
meaningfully compared. 


The scope of the project and the 

selection of the sample 

The project is based on all equity issues made to the 

public during the years 1957-66 inclusive by com- 
з "The Uncertainty in Risk: Is Variance Unambiguous? 

The Journal of Finance, Vol. XXV, No. 1, March 1970, 

pp. 127-34- 
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panies which were obtaining a stock exchange quota- 
tion. The bulk of such issues were made either by the 
offer for sale method or by means of a placing, though 
tenders were used quite frequently between 1963 and 
1966 and public issues were used during the period for 
several issues by investment trusts.! During the period 
under survey there were on average about 100 issues 
per annum on English stock exchanges, and in the 
project it is intended to analyse seven issues from each 
year. Тће issues in each year were grouped according 
to the method of issue and then sub-divided according 
to size. The sample companies were then selected 
bearing in mind the need to obtain a reasonable spread 
of different methods of-issue, large and small issues 
and relatively obscure and well-known companies. 

The research into shareholder behaviour in the 
companies selected has been based upon an analysis 
of their share registers. Unfortunately it has not 
generally proved possible to identify transactions be- 
tween the date of allotment and the date of registration 
when all letters of allotment are surrendered for share 
certificates. This has meant that ‘stagging’ trans- 
actions are excluded from the main study, though it is 
hoped to analyse these as a separate study based on 
those companies for which the issuing houses still have 
the information and are prepared to make it available. 
However, all transactions by shareholders after the 
date of first registration are available for analysis and 
the following information is being obtained for each 
company: 

(f) Dispersion of shareholdings at date of first 
registration 

(ii) Percentage of shareholders ceasing to be mem- 
bers during each year thereafter 

(iii) Analysis by size and value of holding of share- 

holders ceasing to be members 

(iv) Analysis by size and value of holding of share- 

holders who buy more shares | 

(v) Analysis of different categories of shareholders 
by number of holders and by number of shares 
at date of first registration and at date of 1969 
annual return. 

А pilot study based on the years 1957 and 1966 has 
now been completed and the object of this paper is to 
explain the hypotheses regarding shareholder be- 
haviour which are suggested by the data collected and 
to explain how it is hoped to test these hypotheses 
when the data for the entire project period has been 
collected. The following companies were included in 
this study and we should at this stage thank their 
registrars for their kind co-operation: 


1957 (1) Bishop's Stores Limited (Placing) 


“The mechanics of these methods are explained in “The 
Stock Exchange and Investment Analysis’, R. J. Briston 
"(George Allen & Unwin, 1970). 


ACCOUNTING AND BUSINESS RESEARCH 
— (2) Clarkson (Engineers) Limited (Placing) | 


(3) Clay (Richard) & Co Ltd (Placing) 
(4) Rotaprint Limited (Placing) 
(5) Tobenoil Limited (Offer 
for Sale) 
(6) Weston-Evans HoldingsLtd ^ (Offer 
for Sale) 
1966 (7) Avimo Limited (Placing) 
(8) Bellair Cosmetics Limited (Offer 
for Sale) 
(9) Kraft Productions Limited (Placing) 
(то) Magnolia Manufacturing Co (Offer 
Ltd for Sale) 
(11) West Midland Steel Stock- (Placing) 
holders Limited 
(12) York Trailer Company Limited (Offer 
for Sale) 
Hereafter the above companies will be designated in 
tables by the number in parentheses. 


At this stage only six companies have been com- 
pleted for 1957. Тће seventh had an excessively com- 
plicated capital structure and has been taken over by a 
company which refuses access to the share registers so 
that it has been necessary to start work on a substitute 
company. For the sake of balance a public issue by an 
investment trust during 1966, which has already been 
analysed, has been excluded from this report. 


The pattern of cessation of 
Membership 
The first Table below shows the percentage cumulative 
cessation of membership at the end of each year from 
the date of first registration by the shareholders at the 
date of first registration. Any sbareholders whose 
shares were transferred as a result of death are ex- 
cluded. 
The table below enables several hypotheses to be 
suggested. Ап unweighted average of the 1957 com- 
panies shows that just over 40 per cent of shareholders 
were still members 12 years after the date of first 
registration. If this average was weighted by the 
number of original shareholders in each company (i.e. 
170, 642, 292, 518, 2,217, 2,494, respectively) it would 
fall slightly to 39:5 per cent. It would thus appear that 
on average about 40 per cent of a company's original 
shareholders might be expected to follow a static 
investment policy, though the actual percentage might 
differ considerably from one company to another. 
Although it was not possible in view of the small 
number of companies analysed in the pilot study to 
carry out a rigorous analysis of the reasons for the 
different experience of the companies in this respect 
there appeared to be no relationship with the method 
of issue, number of shareholders, dispersion of share- 
holdings or the subsequent share price performance. 
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` TABLE 1 


Sold within 


Ist year 
2nd year 
“Зп year 
4th year 
Sth year 
6th year 
7th year 
8th year 
9th year 
10th year 
11th year 
12th year 
13th year 


Still holding 


Average annual rate of 
reduction 


TABLE 2 


(а) (5) 
£ 


276,000 
570,000 
369,070 
593,325 
187,500 
460,000 


1957 

Bishop's Stores 
Clarkson Engineers 
Clay (Richard) 
Rotaprint 

Tobenoil 
Weston-Evans 


Placing 
Placing 
Placing 
Placing 
Offer 
Offer 


1966 

Avimo 

Bellair Cosmetics 
Kraft 

Magnolia 

West Midlands 
York Trailer 


330,000 
1,593,750 
175,000 
371,875 
225,000 
2,450,000 


Placing 
Offer 
Placing 
Offer 
Placing 
Offer 


(a) Method of issue 
(5) Total value of company based on Issue price 


(c) Total number of shareholders at date of first registration 
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Company 
6 7 8 9 11 


81 148 270 74 200 11:5 
16-8 273 570 129 461 27-4 
32-8 41:6 63-6 20:8 67:0 398 
41:7 
45:9 
47:8 
51:3 
54-3 
55:7 
56:4 
57:1 
58-6 
59-0 


41:0 68-4 36:4 79:2 43:0 60:2 36:7 


796 
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(d) Changein share price between commencement of dealings and date of 1969 annual return 


(e) Percentage of shareholders buying further shares 


(f) Percentage of shareholders still holding at date of 1969 annual return 


Table 2 suggests that the size of the offer is the most 
satisfactory explanatory variable. The two largest 
companies from the 1957 sample, Clarkson (Engin- 
eers) Ltd and Rotaprint Limited had considerably less 
shareholder stability while Clay (Richard) & Co Ltd 
and Bishop's Stores Limited, which were selected as 
examples of small placings evidenced above average 
stability. The small size of Tobenoil Limited was 
probably balanced by the use of the offer for sale 
method. А similar pattern is beginning to emerge from 
the 1966 companies, with the two largest stocks, 
Bellair Cosmetics Limited and York Trailer Company 
Limited showing far less stability than the two small 





placings, Kraft Productions Limited and West Mid- 
lands Steel Stockholders Limited. 

It seems possible that shareholder stability has de- 
creased between 1958 and 1966, the unweighted 
average cessation for the two years being: 


TABLE 3 


Sold within first year 


Sold within second year 
Sold within third year 
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It is, of course, impossible to draw a certain con- 
clusion on the basis of these figures, but the data for 
all years in the survey will show whether the above 
result signifies a general trend or is merely due to 
defects in the sample. А further point suggested by 
these figures is that the introduction of short-term 
capital gains tax does not appear to have caused a 
postponement of sales from the first year to the second 
year. 

There appeared to be no relationship between the 
size or value of a holding and the length of holding, 
though there was enough evidence to suggest that 
shareholders with holdings with а value of less than 
{£100 in the more popular companies were tending to 
hold longer than those with larger holdings. This 
could be attributable to the greater impact of dealing 
expenses upon small holdings and the significance of 
this hypothesis will be tested in the main project. 

At the foot of Table 1 the average annual rate of 
reduction is shown for the 1957 companies. This 
states the writing-down rate on a reducing balance 
method which would be necessary to reduce the 
original body of shareholders to the number still 


TABLE 4 
Sales per annum 


= 


Actual 
Notional 
Percentage difference 


Jst Year 


+ 
~ 
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2nd Year Actual 
Notional 
Percentage difference 
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4th Year Actual 
Notional 
Percentage difference 


+ 
Aa 


5th Year Actual 
Notional 


Percentage difference 
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Table 4 clearly suggests the existence of a class of 
investor who buys with the intention of holding for a 
medium-term period of between tbree months and 
three to four years. Comparison of this data with the 
share price movement during the first four years 
indicates that sales during that period were accom- 
panied by an increase in the share price but that 
subsequent increases did not encourage further dis- 
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holding at tlie end of the survey period. Again the wide 
variation between ‘companies is clear. Still more 
interesting is the decline in the rate of reduction over 
the survey period. If shareholder behaviour were 


random one would expect the proportion of share- 


holders leaving a company each year to be roughly 
constant. If, on the other hand, their behaviour was 
determined by factors such as share-price movements 
then their behaviour from one company to another 
should vary considerably. In fact the evidence suggests 
that the pattern of cessation does not vary significantly 
from one company to another but that the rate of 
cessation, as explained above, does vary mainly in 
relation to the intangible market status of the company. 

These points are evidenced in Table 4 which shows 
the actual percentage cessation of shareholders in each 
of the first five years of the 1957 companies together 
with the notional percentage cessation which would 
have been necessary to conform to the assumption that 
the reducing-balance method applied throughout at 
the rate shown in Table x. For all years subsequent to 
the fifth year the percentage difference is a negative 
figure for every company. : 
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posals on the part of the original holders. It is thus 
argued that there is a substantial body of investors 
who buy with the intention of holding the shares for 
the medium-term and who will sell when the price has 
risen sufficiently to give a satisfactory profit during 
that period. Clearly it would be futile to test this asser- 
tion more rigorously with a sample of only six com- 
panies. However it is intended to measure the relation- 
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ship between price movements and sales by original 
shareholders in the main project. It will be particularly 
interesting to ascertain the response of medium-term 
investors to a declining price during their period of 
holding. The experience of York Trailer suggests that 
they will still sell during the medium-term. 
It is thus argued that investors may be categorised 
into three main groups: | 
(a) Stags : These speculators buy with the intention 
of selling between the date of allotment and the date 
of first registration — normally a period of between 
six and 12 weeks. Their behaviour is not measured 
in this study but we hope to obtain access to records 
of dealings in allotment letters for some of the com- 
panies concerned. For the purpose of this study 
they will have sold out before the date of first 
registration partly to reduce dealing expenses and 
partly to restore their liquidity for further specula- 
tion. 
(Б) Medium-term investors : As explained above these 
investors will buy with the intention of selling within 
a period of three months to three to four years and 
will range from speculators, who hope to sell as soon 
as possible when the share price has recovered from 
stag selling, to those investors who are prepared to 
give the shares a run of up to three to four years and 
will then either take their profit or cut their losses. 
Although Table 4 does in fact suggest a possible 
horizon of up to four years it should be realised that 


the period of holding is overstated due to delays, | 


which are often quite substantial, in the registration 
of sales, Finally the survey suggests that investors 
with a shorter investment horizon are most attracted 
by larger, well publicised issues. 
(c) Long-term investors : These follow a static invest- 
ment policy and probably only sell shares when 
faced with a liquidity crisis. Although it is not 
certain whether investors consciously follow such a 
policy it is one which can very easily be adopted 
subconsciously by assuming that shares which have 
done well should be retained in the expectation of 
further profit while those which have done badly 
should be held for recovery. Certainly the fact that 
an average of 40 per cent of shareholders in the 
survey retained their shares for 12 years with no 
change in the size of holding in the vast majority of 
cases suggests that a policy of inertia is being 
` followed. A further point is that this policy is spread 
evenly amongst shareholders of all sizes. The 
largest shareholders might sometimes tend to be 
static because they belong to a family group which 
controls the company, but this cannot explain more 
than a few cases. In the case of the small share- 
, holders it might be argued that their holding is too 
small to justify the dealing expenses involved in a 
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‘gale. However the shares of each company in the 

1957 sample rose by at least 200 per cent during the 

survey period so that this argument loses much of 

its force. One argument in favour of a ‘buy and 
hold’ policy might be the successful performance of 
each of the six companies. However, in most cases 

the bulk of the growth had occurred by 1962/63 

and a switch into other shares should have produced 

better performance. 

It should be.noted that the above analysis applies 
primarily to private shareholders, for, as explained 
below, institutional investors have not figured 
prominently in new issues of shares to the public. 
However, it is very likely that different types of 
institution will follow different investment policies. 
Pension funds, for instance, will probably adopt a 
longer investment horizon than ‘go-go’ unit trusts. 
Tt is, in any case, hoped that a separate project into the 
behaviour of institutional investors will eventually be 
set up. 

It is, of course, dangerous to assume that a share- 
holder’s eventual behaviour is the result of an ‘ex ante’ 
investment policy. However, the clear pattern which 
has emerged from the different companies in the 
sample suggests that the categorisation of share- 
holders outlined above is justified. Moreover, we 
intend to examine in more detail the processes by 
which investment policies are formulated by sending 
questionnaires to a sample of shareholders. This 
would also enable the personal characteristics of the 
different categories to be determined. It should be 
stressed that a policy of inertia is not being criticised. 
In fact, if one accepts the implications of the random 


_ walk hypothesis, all shares are correctly valued at any 


point of time subject to an insignificant fluctuation 
around their intrinsic value, so that only portfolio 
considerations would justify switching from one share 
to another. 

"'The relevance to a company of analysing the 
characteristics of its shareholders has already been 
outlined by the autbors.^ In particular a company with 
a preponderance of long-term investors might expect 
a better share price performance for as demand for its 
shares increased their price would need to rise sub- 
stantially to induce a sale while in the event of a fall in 
demand shareholders are less likely to be panicked into 
a sale. Moreover, such investors are more likely to 
identify themselves with the company and may be 
expected to resist a takeover bid far more strongly than 
a body of medium-term investors and speculators. 

ER. J. Briston, "The Fisons Stockholder Survey ~ An 
Experiment in Company-Shareholder Relations’, Journal of 
Business Policy, Vol. 1, No. 1 (Autumn 1970), pp. 38-46; 
and C. Е. Tomkins, "Dividend Policy, Share Valuation and 
Stockholder Satisfaction’, Tournal of Business Finance 
(Spring 1970). ; 
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The purchase of additional shares 

The number of shareholders who bought more shares 
in their company is indicated in Table 2. There is a 
considerable variation between the companies in the 
1957 sample, which appears to bear no relationship to 
price movement, size, number of shareholders, etc. 
There is much less variation between the 1966 com- 
panies, but this sample only covers a three-year period. 
In computing the statistics of additional purchases, 
rights issues and bonus issues have been ignored 
because, unlike open market purchases, they are not 
based entirely upon an independent decision of the 
shareholder. The great majority of shareholders who 
increased their holding fell into the long-term investor 


TABLE 5 


7 2 3 4 


Percentage of shareholders buying more sharas 


Value of holding 


£50 and below 

Above Е50ир1о 2100 
Above £100 upto £150 
Above £160 up to £200 
Above £200 upto £250 
Above £250 up to £300 
Above £300 up to £350 
Above £350 up to £400 
Above £400 upto £450 
Above £450 up to £500 
Above £500 


18:2 
20-0 
164 

0 
13-6 
14:3 
6-7 

0 

0 
16-7 
8:9 
11:7 


All categories 


The Growth of Institutional 
shareholdings 
Tables 6 and 7 indicate the extent to which institu- 
tional investors have become increasingly involved 
with the companies since the date of first registration. 

It seems evident from these tables that institutional 
investors do not play a dominant part in the issue of 
shares to the public. Although this argument is not 
conclusive due to the large number of shares held by 
nominees it is supported by the transactions of in- 
surance companies who do not usually use nominee 
status and who only took up shares in six of the 12 
issues. It is quite logical for institutional investors to 
avoid new issues of shares to the public for if the issues 
are at all popular the allotments will be relatively small 
and will not warrant the administrative costs involved. 
- However, there is clear evidence of increasing institu- 
tional involvement as the new companies grow in size 
and status, The registered institutional holdings in- 
creased as follows up to 1969: 

The fact that institutional holdings increased most 
in the 1957 companies suggests that their acquisitions 





4 
4 


ACCOUNTING AND BUSINESS RESEARCH 


category. To some extent this is due to the greater 
length of time available to them and also it may reflect 
their greater involvement with the company. On the 
other hand the more volatile policy of medium term 
investors might have been expected to lead them to 
add to their holdings. Table 5 shows that the larger 
shareholders were more likely to increasetheir holdings. 

In only one of the 12 companies did less share- 
holders with original holdings valued at above £500 
buy more shares than the average number for all 
categories. Moreover this result is not due to the small 
number of holders in that category for in total they 
amounted to 1,010 shareholders out of an overall 
survey total of 11,384. 


Company 
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аге made gradually as а coinpany grows in size and 
reputation. This would explain their relatively low 
involvement in the 1966 companies and is borne out 


by the fact that two of the three largest 1966 issues | 


attracted most institutional buyers. There appeared ‘ 
to be no correlation between institutional purchases 

andthe size of a company, its growth rate or the method 

of issue, though the main project may enable such a 

relationship to be established. 

Comparison with the data published by J. Revell® 
suggests that institutions may be taking a greater 
interest in smaller companies. Revell’s statistics 
showed that registered institutional holdings com- 
prised 19:2 per cent of all shares of companies with a 
total market value between {10 million and £45 
million, 18:8 per cent of shares of companies with a 
market value between £3 million and £10 million and 
13:2 per cent for market values below 23 million. Four 


в “The Owners of Quoted Ordinary Shares ~ A Survey for 
1963’, published by Chapman and Hall for the Department 
of Applied Economics, University of Cambridge, 1966, p. 49. 
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of the six 1957 companies showed institutional hold- 
ings substantially higher than these figures while all 
of the 1966 companies are much lower. This again 
suggests that institutional investors are not particularly 


у 


TABLE 6 


- 0. .239 
interested. in new issues and that they gradually in- 
crease their interest as the company grows and be- 
comes more stable. This hypothesis will, of course, be 
more easily testable within the main project. 


Analysis of shareholdings by type of holder in 1957 and 1969 


7 2 


3 4 5 


1957 1969 1957 1969 1957 1969 1957 1969 1957 1969 


Private individuals 

Private joint 

Executors 

Overseas investors 

Sundry companies, banks and 
corporate trustees 

Insurance companies 

Investment trusts 

Pension funds 

Nominges 


Percentage of shares held 


61:7 36-8 344 214 89-4 
92 9:0 215 233 08 
44 77 0 28 08 

04 134 33 09 


22 13 : 0:2 у 

47 24 у 0 3-4 
12:0 0 t 5.7 175 

95 4:8 | 0 0 
177 222 А 24 20:0 


100-0 100-0 100-0 100-0 100-0 100-0 100-0.100-0 100-0 100-0 100-0 100-0 


pn——————————————— аи € 


Total shares In issue (m): C70 49 1:2 12:9 


TABLE 7 . 


07 27 19 41 13 26 07 25 


Analysis of shareholdings by type of holder in 1966 and 1969 


7 8 
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1966 1969 1966 1969 1966 1969 1966 1969 


Private Individuals 32:2 
Private joint 6:1 
Executors . .0:9 
Overseas investors 0:3 
Sundry companies, banks and 
corporate trustees 42 
Insurance companies К" 0 
Investment trustees .0:8 
Pension funds 0 
Nominees _ 55-5 


100-0 100-0- 100-0 100-0 100-0 100-0 100-0 100-0 100-0 100-0 100-0 16 


Total shares In issue (m): 06. 06 25 26 
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Percentage of shares held 


84:2 35:9 6 73-0 
24 2:2 : 6:7 
01 04 1t 42 
01 01 g 0-7 
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Registered institutional holdings in 1957, 1968 and 1969 (percentage of shares held) 


| | 1 2 3 4 
1957 17 10 89^ 
1966 : 


72 
1969 " . 60 120 26:2 283 
Total M.V. in 1969 (£m) . 63 134 41 78 


+ 


5 


5:7 
208 23 
1:2 7' 
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Trends in techniques of issue 

There appears to be a tendency for more medium- 
sized issues to be made through an offer for sale. The 
largest company which was the subject of a placing 
from the 1966 sample was Avimo Ltd with a total 
value of £330,000. In 1957 however, three of the four 
placings involved companies with a considerably 
higher value. Тће greater use of the offer for sale is to 
be applauded for it ensures that shares are made 
available to the general public. Each of the 1957 
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placings showed substantially greater appreciation up 
to 1969 than that provided by the two offers for sale 
and it seems certain that at least Clarkson (Engineers) 
and Rotaprint would have aroused enthusiasm 
had their shares been offered rather than placed. 


Dispersion of shareholdings over size 
categories 

It also seems likely that the dispersion of share- 
holdings on allotment has altered since 1957. 


Dispersion of shareholders by value of holding at date of first registration 


£50 and below 

Above £50 and upto 2100 
Above £100 and up to £150 
Above £150 and up to £200 
Above £200 and up to £250 
Above £250 and up to £300: 
Above £300 and up to £350 
Above £350 and up to £400 
Above £400 and up to £450 
Above £450 and up to £500 
Above £500 


Total 182 


Total shareholders 1969 1,215 2,350 665 1,913 


In analysing these figures, it should be realised that 
they relate to shareholdings at the date of first regis- 
` tration and not at the date of allotment. However, it is 
unlikely that greater dispersion would occur between 
those dates. In fact, it is more probable that some 
consolidation would take place as investors with 
scaled-down allotments increase their holdings. 

In 1957, 38.3 per cent of all holders owned holdings 
witha value of up to £50 and 67-2 per cent had holdings 
with a value of {roo or less. The comparable pro- 
portions for 1966 were 9:6 per cent and 30:9 per cent. 
This increased value of holding was attributable 
primarily to an increase in the average size of allotment 
where the offer for sale method was used. Although 
this has resulted in allotments being made to a smaller 
number of shareholders it is probably more economic 
in the long run, for the two offers for sale in 1957 
resulted in too large a body of shareholders and the 
number of shareholders in those companies. declined 
considerably up to 1969. The two largest offers in 
1966, however, had a smaller initial body of share- 
holders, but the number increased gradually there- 
after. It would thus appear that there was too great a 


Company 
5 6 


1,1183 1,145 
991 2 


2,451 2,695 423 1,169 


377 1,205 - 


434 1,520 


1,780 2,143 364 2.200 





dispersion in the offers for sale in 1957. At the same 
time it might be argued that the placings during that 
year were not sufficiently dispersed and that an offer for 
sale might have been more appropriate. The greater 
use of the offer method for smaller issues in 1966 
suggests that the issuing houses, too, may have drawn 
the same conclusion. Finally, although there appears 
to be a close relationship in the 1957 companies be- 
tween the growth in total value of a company and the 
increase in its number of shareholders, there is no 
such relationship in 1966 where the two companies 
whose total value increased most in fact lost share- 
holders. 


Conclusions 

The conclusions of this paper are necessarily tentative 
due to the interim nature of the study. However, even 
at this stage, clear hypotheses have emerged which 
can be more rigorously tested within the main project. 
The possibility that shareholders may have pre- 
determined investment horizons which fall within 
‘three definable categories has important implications 
both for theoretical share valuation models and for 
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corporate managers seeking to enhance the value of 
their shares. Moreover the significant number of long- 
term investors is very relevant to the controversy 
regarding the true nature of a company and the 
obligations of its directors towards the shareholders. 
It is intended to explore these implications and to 
analyse further the characteristics of different cate- 
gories of investors within the main project. The 
identification of shareholders who are likely to buy 
more shares in a company is also very relevant for 
corporate managers both from the point of view of 
fund-raising and of maintaining the share price. The 
behaviour of institutional investors is covered only 
sketchily in this paper due to their neglect of public 
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issues. Although it is understandable that they should 
regard applications for such issues as unrewarding it 
might be thought that the period between allotment 
and registration when the share price is often arti- 
ficially depressed due to stag selling might have been 
a good time during which to establish a medium-sized 
holding. Instead, there appears to be a tendency to 
wait until the company has proved itself. Finally, the 
changes in the method of issue and the dispersion of 
holdings suggest that issuing houses are perhaps now 
striking the right balance between issuing shares to a 
small number of favoured clients and dispersing them 
in minute quantities between an excessive number of 
shareholders. 
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Utility and Relevance - the search 
for reliable financial accounting information 


T. A. Loe 


Introduction 

Recent years have seen an increasing interest by 
academic and practising accountants in the impact 
and influence of accounting information on people, 
the emphasis in research gradually switching away 
from the traditional area of the accounting process, 
with its procedural problems, towards the unexplored 
area of users and uses of accounting information. 
This behavioural science approach to accounting 
examines, inter alia, the various types of potential 
information users (and their various decisions and 
actions); the types of data and information available 
for satisfying user requirements; the particular infor- 
mational needs of potential users; and the effect of 
particular types of information on particular user 


decisions and actions.! The purpose of this-paper is 


to indicate the reasons for this change in einphasis in 
accounting thought, and to describe some of the basic 
concepts which underlie the new approach and which 
will require to be developed before any long-term 
progress in the search for reliable financial accounting 
information can be орања 


The trouble with accounting 

Until fairly recently, financial accounting thought has 
been dominated by two fundamental ideas — (a) the 
production of general purpose financial statements, 
- and (b) the solving of problems on a pragmatic ad hoc 
basis. Both have ignored the users and uses of finan- 
cial accounting information. 


(a) The effect of general purpose financial statements 
Taking company financial statements as an example 


it is generally accepted that throughout their relatively : 


short history they have been consistently intended as 
stewardship reports of the directors to the share- 
holders.? However, because of the increase in the last 


1 Бог a wide range of readings on this subject, see William 
J. Bruns, Jr, and Don T. De Coster, Accounting and Its 
Behavioural Implications, McGraw Hill, 1969. 

5 For example, it was not until the Companies Act 1948 
that companies were éd to present financial state- 
ments other than balance sheets which were intended to 
describe the resources administered by the directors on 


fifty or so years in the degree of public interest in 
corporate affairs and also because of the equivalent 
development of capital markets and investment com- 
munities, company financial statements currently have 
a varied readership, encompassing a number of infor- 
mational needs, and a variety of different decisions 
and actions. In other words, starting as specific state- 
ments for a specific user group, company profit and 
loss accounts and balance sheets have become general 
purpose statements for potential use by a variety of 
users. Bankers, creditors, lenders, trade unions, 
potential investors and government agencies аге all ' 
presumed to make some use of these statements 
(albeit after suitable adaptation). Indeed, there is 


лице other formal financial information for them to 


usé as a basis to their decisions. The result of this 
unplanned development has been as follows: 
(т) The actual, as distinct from the intended, users 


behalf of the shareholders, and the means by which these 
resources had been financed. The stewardship approach 


‘appears to be supported by the Institute of Chartered 


Accountants in England and Wales in two of its statements, 
currently still in use: 
(a) Recommendation on Accounting Principles N15, ‘Ас- 
counting in relation to changes in the purchasing power 
of money’, 1952, p. I: 

‘The primary purpose of the annual accounts of a 
business is to present information to the proprietors, 
showing how.their funds have been utilised and the 
profits derived from such use. It has long been ‘accepted 
in accounting practice that a balance sheet prepared for 
this purpose is an historical record and not a statement 
of current worth. Stated briefly, its function is to show 
in monetary terms the capital, reserves and liabilities of a 
business at the date at which itis prepared and the manner 
in which the total monies representing them have been 
distributed over the several types of assets. Similarly a 
profit and loss account is an historical record. It shows as 
the profit or loss the difference between the revenue for 
the period covered by the account and the expenditure 
chargeable in that period. . . .’ 

(b) Statement S8, ‘Accountants’ liability to third parties’, 
1965, p.2: 

+ the object of the annual accounts is to assist share- 
holders i in exercising their control of the company by enabling 
them to judge how its affairs have been conducted.’ 

<... the purpose for which annual accounts are nor- 
mally prepared is not to enable individual, shareholders 
to take investment decisions.’ 

(Italics added.) 
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of company financial statements have not been 
properly identified, and their various decisions, 
actions and informational requirements have tended 
to be ignored; 
(2) consequently, the informational contents of the 
financial statements have never been adequately 
related to user needs and requirements. Succeeding 
company legislation has, on the whole, consistently 
increased the quantity of accounting information to 
be disclosed without deliberately relating particular 
items to particular users and uses. The guideline 
adopted has mainly appeared to be that further 
disclosure should be made because it is presumed 
to be ‘helpful’, or because it is presumed to be 
*useful ? However, the questions ‘helpful and use- 
ful to whom?’ and ‘for what purpose?’ have never 
been asked, let alone answered; 
(3) therefore, the utility and the relevance of 
accounting information to its users, or potential 
users, has been consistently assumed to exist with- 
out an adequate testing of the validity of tbese 
hypotheses. Indeed, there is little authoritative 
evidence to suggest that the statements are being 
adopted for use, or even being used at all. Informa- 
tion user reactions to the traditional accounting 
information produced for shareholders remain 
untested, and there is therefore no way of telling at 
present whether or not it is satisfactory; and if it 
is not, what would require to be produced in order 
to achieve satisfaction. 

Producing general purpose objects inevitably tends 
to create a situation in which distinctly individual 
needs and preferences are ignored. Consequently, the 
utility and relevance of the objects to these needs, 
etc., are brought eventually into disrepute. Such, it 
is submitted, is the case with current company 
financial statements. 


(b) The effect of pragmatic ad hoc problem solving 

Accounting thought has developed for many years 
on an ad hoc basis, in which particular practical 
problems of the moment have been observed and 
analysed in isolation in order to find a useful practical 
solution. The unfortunate result has been the 
inevitable ‘stockpiling’ of accounting methods, pro- 


* Disclosure has algo been influenced to a great extent by 
correct decisions — for example, that in Rex v Kylsant 
(1932; 48 TLR 62) regarding secret reserves in the balance 
sheet. 

* Examples of this type of approach can be seen in any 
of the following: 

(a) Recommendations on Accounting Principles, ICAEW, 

1942 onwards; 

(5) Accounting Research and Terminology Bulletins, AICPA, 

1961 (revised edition); and 

(c) Opinions of the Accounting Principles Board, 1961 

onwards, 
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cedures and rules, often totally unrelated and incon- 
sistent with one another, and often completely lacking 
the support of a justifying theoretical structure - the. 
inventory of methods, etc., being available for use in 
a variety of different situations, irrespective of the 
individual problems which gave rise to particular 
methods in the first instance. As in (a) above, the 
basic reasoning behind this approach has been to 
produce useful information by trying to find useful 
solutions to pressing problems. But again, without 
asking the fundamental questions ~ ‘useful to whom?" 
and ‘for what purpose?’. The creation of a seemingly 
unprincipled structure of accounting practices has 
unnecessarily and unjustifiably increased the flexi- 
bility of accounting towards the ‘horror’ situation 
portrayed by Chambers of over one million different 
ways of describing, in accounting terms, the same set 
of business activities, events and circumstances.* 


Recent developments in accounting 
As previously suggested, the last decade has witnessed 
the beginnings of a new emphasis in accounting 
thought, in which accountants have become much 
more aware of the users of accounting information. 
It is further suggested that this change has been due 
mainly to, firstly, a growing awareness by accountants 
of their responsibility to persons other than those 
with whom they have a contractual relationship; and, 
secondly, ‘the pressing need to bring pa unifor- 
mity to accounting practice. m 
; A a yi 
(a) The effect of third party claims 
In 1931, in an American court case, Ultramares Corp. 
v Touche, Niven and Co. (255 NY_170, 174 NE 441), 
it was held that an accountant was normally liable for 
negligent misrepresentation solely-to the person or 
persons with whom he had a contract, or to a known 
primary user of the information. It was also held in 
the same case that liability to а wider group of 
information users might be possible if fraud, on the 
part of the accountant, was proved. 'This decision, 
concerning the relevance of general purpose financial 
statements to users other than shareholders, has been 
upheld i in several other subsequent cases, including a 
British one, Candler v Crane, Christmas and Co. (1951, 
2 KB 164). In 1963, however, because of a decision 
in a non-accounting case in Britain, Hedley, Byrne 
and Co. v Heller and Partners Ltd. (2 All ER 575), the 
possibility of liability to а wide range of users of 
general purpose financial statements was seriously 
analysed and considered? by the various professional 


ë Raymond J. Chambers, ‘Financial Information and the 
Securities Market, Abacus, September 1965, pp. 15-16. 

* See, for example, ‘Accountants’ Liability to Third 
Parties’, Statement 58, ICAEW, 1965. 
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accountancy bodies. In the same year, in Australia, 
the affairs of Reid-Murray Holdings Ltd. were investi- 
gated by Government inspectors, and it was found 
that the accounting information contained in the cus- 
tomary financial statements to shareholders was, at 
least in this instance, potentially inadequate for the 
needs and requirements of other users, such as deben- 
ture-holders." In America, at the present time, there 
are two cases pending, Carpenter v Hall (The Westec 
Corp. case) and Fischer v Kietz (the Yale Express 
case), in which the long-held decision in the Ultra- 
mares case is being challenged.8 

The above is a very brief description of some of the 
more important cases or situations which, particularly 
in very recent times, have emphasised the fact that 
there are a large number of persons, other than share- 
holders, who are not only using the accounting infor- 
mation produced for the latter group, but are also 
having to rely heavily on the auditor’s independent 
attestation to its credibility. What this implies is not 
so much the fact that information of this type can be 
subject to negligent preparation, but that general 
purpose financial statements are not in their present 
form, being adequately related to the informational 
needs and requirements of their users. What is also 
suggested is the growing public interest in corporate 
affairs which could be better recognised in the 
accounting information produced by companies to 
describe their economic activity and financial affairs. 


(b) The effect of flexibility in accounting practice 

Particularly in America, the post-war years have seen 
a dynamic growth in the investment community, and 
this has resulted in an increasing percentage of the 
population making use of accounting information, 
either directly or indirectly. From this development, 
two specific information groups have emerged to take 
a professional interest in the quality and reliability of 
such information ~ financial journalists and analysts. 
In many respects, they have helped to expose many 
of the frailties of modern accounting to the public at 
large. Of particular concern to them, and to many 
academics and practitioners, has been the increasing 
flexibility of accounting practice under the guise of 
so-called ‘generally accepted accounting principles’. 
The fact that the public has been made aware of the 
situation, and is likely to lose confidence in account- 
ants and accounting information as a result, has 
prompted the ‘professional accountancy bodies on 
both sides of the Atlantic to take remedying action. 


' Edward Stamp, ‘Independence — an Australian Case’, 
Accountancy, August 1964, pp. 685-690. 

* Henry B. Reiling and Russell A. Tauseig, "Recent 
Liability Cases – Implications for Accountants’, The Journal 
of Accountancy, September 1970, pp. 39-53. 
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In 1959 the AICPA set up its Accounting Principles 
Board (APB), together with an Accounting Research 
Division (ARD), their initial task being to look at the 
conceptual aspects of accounting in order to formulate 
basic postulates and broad principles. For the first 
time, authoritative recognition was given to the need 
to build a theoretical structure with which to justify 
accounting practices. The AICPA emphasis was on a 
deductive approach to theory — that is, deducing an 
acceptable and appropriate series of accounting 
methods, procedures and rules from explicit postu- 
lates and principles, The APB published two Account- 
ing Research Studies (ARS) in 1961 and x962 on 
postulates and principles respectively. Unfortunately, 
both proved to be unacceptable to the АТСРА at the 
time.? Their main fault was that they did not effec- 
tively examine the underlying objectives and assump- 
tions in accounting – ARSI in fact ignored the objec- 
tives of accounting almost entirely, and was mainly 
a study of the most obvious concepts in current 
accounting, rather than an analysis of the postulates 
which are implicit in these concepts. However, the 
present failure of the APB to produce an acceptable 
accounting theory has had an interesting and impor- 
tant side-effect. It has made accounting academics 
and practitioners much more aware of the fact that 
in order to produce an acceptable and coherent struc- 
ture of theory and practice, the objectives of account- 
ing must be formulated first; and that before this can 
be successfully undertaken, the potential users of 
accounting information must be identified and 
observed, and their informational needs defined. 

Early in 1970, in a similar response to that of the 
AICPA regarding the growing criticism of the flexi- 
bility of accounting practices, the ICAEW set up its 
Accounting Standards Steering Committee, in 
association with the Scottish and Irish Institutes, in 
an attempt to introduce more uniformity to the pro- 
cedural aspects of accounting. · 


(c) The combined effect of (a) and (b) 

Because of an emerging dissatisfaction with general 
purpose financial statements, and with the ever- 
increasing flexibility of the related accounting prac- 
tice, accountaats have been forced to examine two 
specific accounting ideas, both of which are behavioural 
by nature ~ that is, concerned with the impact of 
accounting information on the behaviour of its users. 
They are, firstly, utility (the ability of accounting ` 
information to satisfy its users’ informational needs 


* See Maurice Moonitz, ‘The Basic Postulates of Account- 
ing’, Accounting Research Study No. 1, AICPA, 1961, and 
Robert T. Sprouse and Maurice Moonitz, ‘A tentative set 
of broad accounting principles for business enterprises’, 
Accounting Resecrch Study No. 3, AICPA, 1962. 
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and requirements), and, secondly, relevance (the 
ability of accounting information to usefully influence 
or relate to the decisions and actions of its users). 
The philosophy behind this approach is that because 
of the growing emphasis on ‘consumer satisfaction’ 
in relation to accounting information, it must have 
the potential to satisfy known informational needs 
(the objective of urility), and it must also have the 
potential to influence or relate to the decisions and 
actions which give rise to these needs (the standard of 
relevance). For this reason, it is suggested that utility 
and relevance should form the criteria to any future 
theory of accounting, and that they should be 
developed as more is learnt about the impact of 
information on people’s behaviour. The next sections 
describe how utility and relevance have been 
developed to date. 


The objective of utility 
The desire to produce useful accounting information 
is not a new idea. Indeed, it must be presumed that 
it has been an implicit objective of accounting 
throughout its long history, the basic aim being to 
produce information to increase knowledge and reduce 
uncertainty. However, it has only been in very recent 
times that the so-called utilitarian concept of account- 
ing has been explicitly recognised or even discussed. 
The trouble has been that utility has appeared to be 
too vague a concept to exist on its own and, without 
answers to the questions ‘useful to whom?’ and 
‘useful for what purpose?’ it has remained virtually 
unexplained and undeveloped. As Spacek has 
remarked: 

‘We in the profession must be able to give reasons 

for the accounting we believe a client should 


` follow. These reasons must have real meaning in . 


the everyday economics of life. We often hear that 
the authority for proper accounting is the “utili- 
tarian concept”, or the utility of the statements. 
That concept, however, means nothing unless the 
utility sought is specifically defined. Even, erron- 
eous accounting is “utilitarian” to the unscrupu- 
lous. So the word “utilitarian” is not used in 
everyday accounting work because it is meaning- 
less. 710 
On the other hand, it becomes far more meaningful 
if the users and uses of accounting information are 
known and defined, and if it is relevantly related to 
these users and uses when the objectives of account- 
ing are being formulated." Indeed, one of Spacek’s 


10 Leonard Spacek, "The need for an accounting court’, 
in A Search for Fairness tn Financial Reporting to the Public, 
Arthur Andersen and Co., 1969, p. 28 (part of a speech of 
the same title to the American Accounting Association in 
1957). 
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main complaints of contemporary accounting in 
general, and of accounting research in particular, is 
that at no time have the objectives and purposes of 
accounting been definitively established and pub- 
lished, 2 thereby making it impossible to state speci- 
fically whether or not the traditionally produced 
accounting information has been useful to its users. 
Backer has underlined this point: 

‘An understanding of who uses accounting reports 
and for what purposes is a necessary prerequisite to 
sensitfoe reporting. Admittedly, the actions of 
individuals may deviate from the norm of the 
group with which they are identified; individuals 
may be members of several groups; and, group 
conflicts may exist. These are measurement prob- 
lems faced in all of the social sciences. They can 
and are being resolved in terms of normative 
group action patterns."!3 (Italics added.) 

This difficulty of acknowledging the overall objec- 
tive of utility in accounting, without having a precise 
knowledge of information users and uses, has also 
been recognised by the Committee to Prepare a 
Statement of Basic Accounting Theory of the Ameri- 
can Accounting Association (AAA) when, in 1966, in 
the introduction to its monograph, it strongly 
advocated utility as the all-inclusive criterion for 
accounting information. However, because of the 
inherent vagueness of the term, it advocated four 
standards to support it. Information relevance was 
emphasised as the primary one. The Committee felt 
it would be extremely difficult to establish the utility 
of accounting information, the user often not being 
aware of its usefulness. It also felt, however, that to 
establish relevance as the most important aspect of 
information utility would be much more feasible — 
the basic principle being that if the information was 
relevant, it should be useful as well. 

The problem, however, is then one of deciding 
when information is relevant and when it is not ~ 
and thus, of determining which measurements are 
relevant, and which are not. 


п For a totally contrary view to this one, see Edwin H. 
Caplan, ‘Relevance ~ A *''"Will-o'-the-Wisp" ^, Abacus, 
September 1969, pp. 48—54. Caplan argues that utility and 
relevance are much too general terms to provide logical or 
wotkable criteria of use in producing an acceptable theory 
of accounting. 

за See, for example, Spacek’s comments in Maurice 
Moonitz, "The Basic Postulates of Accounting’, Accounting 
Research Study No. 1, AICPA, 1961, pp. 56-57. 

1 Morton Backer, ‘Accounting Theory and Multiple 
Reporting Objectives’, in Modern Accounting Theory, 
Morton Backer, ed., Prentice-Hall, 1966, p. 448. 

M'The Committee to Prepare a Statement of Basic 
Accounting Theory, А Statement of Basie Accounting 
Theory, AAA, 1966, p. 3. 
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The standard of relevance 

Relevance is a comparative newcomer to the còn- 
ceptual framework of accounting, being authorita- 
tively introduced and derived by Chambers in 1005: 15 
He defined the standard as: 

. the property by virtue of which a statement; 
singular or aggregative, has potential for selecting 
responses in an actor at a point in time."!é 

Placing this within an accounting environment, 
relevant information should be regarded as that which 
is capable of having a bearing or influence on the 
behaviour of a decision maker, this being expressed 
in terms of its effect on his decisions and actions. 
However, as Chambers has pointed out, relevance 
demands a knowledge of 
(a) the identity of decision makers; 
(b) the environment in which their decisions and 
actions are made, and 
(c) the type of decisions and actions they may 
make. 
Chambers proceeded to differentiate between account- 
ing information with the property of general relevance, 
and that with the property of particular relevance. He 
categorised general relevance as the state of relevance 
applicable to the work of the information processor, 
whereby that person takes into account as many of 
the possible decisions and actions of the decision 
maker as he can anticipate.!? In this way, the processor 
should produce information which has not been 
related to any specific action or decision he has 
anticipated. In other words, the information should 
be objectively produced: 
*Relevant statements, being objective statements, 
do not relate to or contemplate any specific 
. potential choice or future situation of an actor. 
Relevance is а general property; its reference is 
any and all of the actions available to an actor at a 
given time.’!® | 
Particular relevance, on the other hand, was inter- 
_preted by Chambers as the state of relevance applic- 
able to the decision maker when he takes the generally 
relevant information, and specifically applies it to the 
particular decisions and actions he chooses to make.” 
This aspect of relevance should not affect the 
information processor: 
"The processor can have no personal criteria of 
relevance; what is relevant to an actor is deter- 
mined by reference to the actor's objectively 
determinable interactions with his environment." 
1% Raymond J. Chambers, Accounting, Evaluation and 
Economic Behaviour, Prentice-Hall, 1966, pp. 154-156. 
1* Chambers, op. cit., p. 164. 
1? Ibid., p. 154. 
18 Ybid., pp. 154-6. 


46 Ibid., p. 149. 
39 Ibid., рр. 154-6. 
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In order to maintain this vital distinction between 
general and particular relevance, Chambers advocated 
the recognition of an additional concept — information 
neutrality : 

‘Neutrality is the property by virtue of which a 

statement, singular or aggregative, is relevant 

whatever ends are selected by the actor for con- 
sideration,’23 

Consequently, the information should be capable 
of influencing or having a bearing on as many 
different decisions and actions as possible, and the 
information user should be capable of transforming 
the generally relevant into the particularly relevant. 
Whether, however, absolute relevance in the sense 
envisaged by Chambers is a practical possibility is 
another matter. Such neutrality remains at present 
a completely untested hypothesis. Unfortunately, ' 
Chambers did not develop his thesis to its ultimate 
conclusion. He did not explain how relevance, either 
general or particular, could be found and tested in 
practice. 

In the same year as Chambers’ views on sor 
tion relevance were published, the AAA Committee 
to Prepare a Statement of Basic Accounting Theory 
issued its report on the standards of accounting.” It 
advanced relevance as the primary standard, defining 
it in the following manner: 

‘Relevance is the primary standard and requires 

that the information must bear upon or be usefully 

associated with actions it is designed to facilitate 
or results desired to be produced. Known or 
assumed informational needs of potential users 
are of paramount importance in applying this 
standard,’ 
As previously explained, the Committee proposed 
relevance as the most important characteristic of the 
overall criterion of information utility. However, 
despite repeatedly stating that there must be a know- 
ledge of information users and their decision models 
before there can be relevance, the Committee did 
little to suggest how this knowledge could be gained 
in order to make the standard a practical reality. 
Instead, at one point, it noted a few general groups 
of assumed users, and then proceeded to suggest 
there should be more reliance on general purpose 
financial statements (the user relevance of which 
remains completely untested at the present time). 
A similar procedure was followed in the advocation 
of multiple valuation financial statements.** However, 


31 Ibid., p. 155. 


9 Ibid., pp. 27-31. 
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in order to develop its relevance model, the Com- 
mittee, rather like Chambers, suggested certain other 
secondary information standards which, on occasion, 
could act as constraints to the attainment of 
relevance. 
These additional standards were defined as follows: 
(a) ‘Verifiability requires that essentially similar 
measures or conclusions would be reached if two 
or more qualified persons examined the same 
data.’ 
(b) ‘Freedom from bias means that facts have been 
impartially determined and reported.’ 
(с) ‘Quantifiability relates to the assignment of 
numbers to the information being героггед 4 
In 1968, Shwayder took the AAA relevance 
standard, and proceeded to develop it further. His 
' reason for doing this was the failure of the AAA 
Committee to expldin how relevance should be 
practically impleinented.? Shwayder suggested the 
following developments: | 
(a) The need to distinguish relevance (which he 
defined as a qualitative characteristic of informa- 
tion, independent of the characteristics of the 
measurement process) and materiality (which he 
- defined as a quantitative characteristic of informa- 
tion, directly related to the measurement process ~ 
that is, to deviations in the value of a relevant 
statistic). In other words, he felt that relevant 
accounting information should be looked at at two 
different levels: firstly, at the level of its overall 
pertinence to the user (relevance), and, secondly, 
at the level of its significance in relation to its 
influence on its user (materiality); 
(b) the need to distinguish three levels of account- 
ing information relevance:?! 
(1) semantic — the relevance of the meaning of 
the message to the user; 
(2) decision — the relevance of the message to the 
decision of the user, and 
(3) result ~ the relevance of the message to the 
goals of the user. 
Thus, Shwayder.suggested that accounting infor- 
mation can only be relevant if its meaning is 
understood by the user, thereby allowing it to 
influence his decisions, and, therefore, to affect his 
goals. He further emphasised that it is easier to 
test both semantic and decision relevance (which 
: are binary by nature) than to test result relevance 
(which is continuous) ;* 





a? Ibid., р. 27. 

У Ibid., p. 7. 

э Keith Shwayder, ‘Relevance’, Journal of Accounting 
Research, Spring 1968, pp. 86-97. 

2 Shwayder, op. cit., pp. 86-9. 

31 Ibid., pp. 89-91. 

з Ibid., pp. 91-3. 
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(c) the need to identify the constraints on informa- 
tion relevance 25:38 
(1) the validity or truthfulness of the informa- 
tion. (However, he did not ask the question 
‘what is truth in accounting??); 
(2) the comprehensiveness of the information — 
the more comprehensive it is, the fewer alterna- 
tives there are to investigate for relevance; and 
(3) the existing state of knowledge of the user. 
Shwayder did not develop the materiality aspect 
of relevance, his purpose being to examine the 
qualitative aspects of the standard. Hendriksen, on 
the other hand, whilst regarding relevance as a 
specific objective of accounting, has treated materi- 
ality as a constraint on the latter ~ that is, he believes 
that accounting information can only be relevant if 
it is materially relevant. The question, however, 
which remains is ‘what is material?’.** Finding the 
answer to this is the subject of another paper. 


Utility, relevance and the future 

The previous sections have attempted to describe 
the very recent interest in the related accounting 
topics of accounting information utility and relevance. 
This interest is, at the present time, largely un- , 
developed, but writings strongly suggest that the key 
to reliable accounting information may lie in an 
exploration of these topics rather than in the current 
predominant research effort to find accounting prin- 
ciples to support and justify information which may 
not be very useful or relevant. Both utility and 
relevance rely very heavily on a knowledge of informa- 
tion users and their behaviour, and, therefore, any 
further research will be of necessity psychological in 
nature. Evidence of research into the effects of 
accounting information on behaviour has already 
been carried out, but mainly in the field of manage- 
ment accounting.?9 In the field of financial accounting 
and reporting to external interests, the behavioural 
sciences have played little part in developing theory 
and practice to date, and it is suggested that research 
work should be directed to find out how useful and 
relevant different types of accounting and non- 
accounting information are to different kinds of 


decision makers. This will undoubtedly prove to be 


a Ibid., pp. 93-6. 

м Elidon S. Hendriksen, Accounting Theory, revised 
edition, Irwin, 1970, pp. 102-6. 

35 See, for example, Warren Reininga, “The Unknown 
Materiality Concept’, The Journal of Accountancy, February 
1968, pp. 30-35. 

м See, for example, Edwin H. Caplan, ‘Behavioural 
Assumptions of Management Accounting’, The Accounting 
Review, July 1966, pp. 496-509; Jacob G. Birnberg and 
Raghu Nath, ‘Implications of Behavioural Science for 
Managerial Accounting’, The Accounting Review, July 1967, 
рр. 468-79. 
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an extremely difficult task because accountants are 
not trained psychologists, and few psychologists have 
shown interest in measuring and analysing the impact 
and effect of accounting information on people's 
behaviour. However, the following plan of work is 
suggested to try to ensure that accounting informa- 
tion is going to meet the required standards of utility 
and relevance: 


(a) Research into the effect of the present type of general 
purpose financial statements on the behaviour of 
decision makers 
The purpose of this work should be to measure the 
utility and relevance of current financial statements, 
in order to establish how satisfactory they are in 
meeting the information needs and requirements of 
their users. Ја particular, empirical evidence is 
required of the various persons and bodies who are 
making use of the information; of how they are using 
` jt; and for what purpose. The idea behind this type 
of research is mainly to build up a much needed skill 
and experience in dealing with the effects of account- 
ing information on people's behaviour, whilst at the 
same time gaining a valuable knowledge to use in the 
second stage described below. This will require 
research into the following topics: 
(т) establishing which decision makers are making 
use of current general purpose financial statements. 
At the present time, there is little formal evidence 
of which decision makers are making use of current 
information. All that exists is a rather informal, 
and presumed, knowledge of its users; 
(2) determining the nature of the problems, deci- 
sions and actions with which each of the established 
decision making groups are concerned. This should 
be done to establish the uncertainties which the 
decision makers require knowledge about before 
making their decisions. (The above two points 
should yield empirical evidence about the type of 
decisions, etc., to which current financial state- 
ments are assumed to be useful and relevant;* 
(3) inquiring into the degree of information адар- 
tion generally undertaken by each of the defined 
user groups, prior to the information's use as a 
basis to uncertainty reduction and problem solving. 
It is vital to an understanding of information utility 
and relevance to find out if it has to be put in a 
form different from its original, before it is suitable 
for use, Such an inguiry should not only be con- 


?! A notable exception to this general rule is Selwyn W. 
Becker, examples of whose work in this field can be seen in 
William J. Bruns and Don T. De Coster, Accounting and 
Its Behavioural Implications, McGraw-Hill, 1969. 

зе Research of this type appears to have started at the 
University of Lancaster ~ see Accountancy Age, 4.12.70, 
p. 11. 
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cerned with the forms of adaption, and how such 
а process took place, but also with the reasons why 
it took place – in other words, the users’ motives 
for adaption. This, following the ideas of Chambers 
(previously mentioned), should be done in an 
attempt to establish the general and particular 
relevance of current information ~ that is, the 
degree of adaption which is necessary to convert it 
from the generally to the particularly relevant; 
(4) investigating into the attitudes of the various 
information users towards the current type of 
accounting information supplied to them. This 
sort of study is needed in order to find out how 
users view the usefulness апа relevancy of present- 
day information ~ in other words, to find out how 
satisfied they are with it. Studies in this area should 
include research into: 
(4.1) user beliefs with regard to the information 
— that is, what they believe the information is 
describing, how they regard its quality, reli- 
ability and suitability, and, basically, why they 
hold these views. For example, to find out how 
much the long established traditional form of 
financial statements has conditioned information 
users into believing that it is the only satisfactory 
type of information available to meet their 
decision needs and requirements; 
(4.2) the degree by which current accounting 
information is distorted by user bias — for 
example, by misconception or by preconception. 
Information is often ‘twisted’ by its user to 
describe what he wants it to describe. Often this 
can be an unconscious process. It must be dis- 
tinguished from information adaption which is a 
deliberate process used by the decision maker to 
convert the generally relevant into the particu- 
larly relevant; and 
(4.3) the ‘value which information users place 
on current financial statements, particularly in 
relation to other types of information which 
influence their decisions and actions ~ that is, 
the importance they place on these statements 
vis-à-vis other information.?? 


` (b) Research into the effect of different types of 


information on the behaviour of decision makers 

Having attempted to establish the utility and relevance 
of current accounting information to defined decision 
makers, the next stage should be concerned with 
research to find the types of information which are 
the most useful and relevant to particular groups of 


** Бог a discussion on how to value information, see 
Norton M. Bedford, ‘Measuring the Value of Information – 
An Information Theory Approach’, Management Services, 
January/February 1966, pp. 15-22. 
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decision makers. The evidence gathered in research 
stage (a) should be used as a basis to this work. This 
should involve the following inquiries: 
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tests of the different types of information estab- 


lished in (1) above in order to determine their 
general relevance, and thus, their utility to each of 


(x) research into other types of accounting and, 
perhaps, non-accounting information which may 
prove more useful and relevant than the conven- 
tional type at present produced. At present the 
suitability of other types of accounting information, 
and economic and social information, to decision 
makers has been largely ignored because of the 
presumed suitability of current accounting informa- 
tion. In order to give the best consumer service, all 
the alternatives should be explored and ‘test’ 
marketed 0 

(2) classification of the different decision maker 
groups into several large groups, compiled on the 
basis of similarity of decisions and actions. This 
may result in established user groups (such as, 
investors) being split up into several decision 
making groups. In other words, decision makers 
should be classified in accordance with their 
decisions rather than with their main activity; and 
(3) bearing in mind the research advocated in (a) 
above, there should be laboratory and ‘real-world, 


40 For example, see Orace Johnson, “Towards an “Events” 
Theory of Accounting’, The Accounting Review, October 
1970, pp. 641-53. ' 


the groups defined in (2) above. The difficulty at 
this stage will be to isolate the impact of information 
on decisions and actions from all the other influ- 
ences affecting the latter factors. Experimentation 
of this type should be conducted carefully, new 
types of information being introduced gradually so 
as to offset any natural reactions against change. 
This work can only be done with the help of 
psychologists. . 
'The underlying principle to be followed, however, 
in all the above areas is one suggested by Bedford: 
‘If information is to be useful, it must help a 
decision-maker decide what to do. It must reduce 
his uncertainty about future acts,'st 
It must inform him of the alternatives he must 
examine before making a decision ог taking action. 
It must help him to interpret the factors which are 
vital to his decision making functions. If it does not. 
do these things, it cannot be stated to be reliable 
information. It cannot be said to satisfy the criteria 
of utility and relevance. | 


“ Norton M. Bedford, ‘Information and Communication 
Aspects of Accounting Principles', 1967 Invitation Lecture, 
New Zealand Society of Accountants, University of Welling- 
ton, 1967, p. 8. 
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Hardwood, Softwood and Plywood Company 


A Case Study 
John Sizer 7 


The Hardwood, Softwood and Plywood Company are 
timber traders, sawmillers, manufacturers, and general 
merchants, The company has trading branches 
located in Belfast, Bath, Cardiff, Greenock, Man- 
chester, Leeds, Newcastle, Birmingham, Nottingham, 
and a further three in London. It also has a number of 
plants manufacturing plywoods, wallboards, etc., 
which are sold totrading branches, builders’ merchants, 
furniture manufacturers, other timber merchants, etc. 
The company was first registered in 1908, and had a 
turnover in 1969 of £23 million and a profit before 
taxation of £800,000. The company’s net assets 
employed on 31 December 1969 amounted to £5-35 
million (see Table 1). 

Each branch or plant is run by a manager as a profit 
centre with its own assets employed and profit and 
loss account. Managers are required to prepare 
annually for their unit budgets for sales, costs, capital 
expenditure, and assets employed for the forthcoming 
year by months. Each month returns are made to head 
office comparing actual with budgeted performance. 
Mr Teak, the managing director of Hardwood, 
Softwood and Plywood Company, recognises the 
company has a number of growth opportunities, but is 
under some pressure from the company’s bankers to 
maintain the company’s bank overdraft at its present 
level. He wishes to secure a more effective allocation 
of capital to units and to encourage each manager to 
improve the return on the capital his unit employs. 
He has developed with Mr Sawdust, the Financial 
Director, the concept of interest-free capital for this 
purpose. On x December 1969 he sent the following 
memorandum to all branch and plant managers. 


FORECAST BUDGETS AND MONTHLY 
ACCOUNTS | 

My memorandum of 13 November requesting your 
1970 forecasts referred to the need for the planned 
progressive development of each unit and a sub- 
stantial increased return on the capital that each 
unit employs. In this connection, we are intro- 


ducing as from 1 January 1970 certain changes in 
the monthly returns and I should like to give you 
further information about these. 


1. Background to changes 

The main limiting factor in our expansion is the 
availability of capital. We cam raise additional 
permanent capital if there 15 а sufficiently strong case 
based on the prospective additional profits that we can 
achieve with its use. At present the average rate of 
return on capital that we employ is too low and this 
makes it necessary for us over the next year or two 
to withdraw money from prospectively less profit- 
able units in order to make possible the expansion 
that we want to see in prospectively more profitable 
units. 

We would like to encourage the Manager of each 
unit to apply for a much larger capital allocation if, 
by employing more money, he can increase his 
unit's profitability. 'T here is, of course, a top limit to 
the amount of capital available which must be 
watched by us. At the same time we want to en- 
courage him to economise wherever practicable in 
the use of money both on short term (this means the 
control of stocks and debtors) and long term (this 
involves the termination of operations that are 
insufficiently profitable). In allocating capital for the 
coming financial year we shall be guided by the 
prospective profit from its use that the Manager 
indicates in the forecast budget as well as by any 
longer range development plans. 


2. Principal changes 

From 1 January 1970 the monthly accounts for 
each unit will be drawn up with a view to em- 
phasising the objectives and limitations that apply 
to the Company as a whole. 

Our available resources are obtained as follows: 
(a) Shareholders’ funds represented by issued share 
capital and reserves on which we have to try to 
produce the highest possible return on a maintain- 
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TABLE 1 
Hardwood, Softwood, and Plywood Company 
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FINANCIAL INFORMATION 1968 and 1969 


£'000 


Turnover > 


Trading Profit ` - 
Directors' Emoluments. 
Depreciation 

Interest paid less received 


Profit before Tax 
Corporation Tax 


Net Profit 


Current Assets 
Stocks 
Debtors 
Bills Receivable 
Cash 


Current Liabilitles 
Creditors 
Bilis Payable 
Bank Overdraft 
Corporation Tax 
Ordinary Dividend 


Net Current Assets 


Fixed Assets 
Freehold Properties 
Leasehold Properties 
Plant & Machinery 
Vehicles 
Furniture 


Investments 
Net Assets Employed 





able basis. 
(5) Fluctuating trade credit from our suppliers. 
(c). Bank facilities. 
The total of these resources is applied principally to 

(i) Stocks 

(ii) Debtors. 
(iii) Fixed assets 

Each unit employs a certain amount of capital 

(money) which may be regarded as being per- 
manently invested in its business. In future, we shall 
call this permanent capital of each unit its interest- 
free capital. This will consist of its fixed assets plus 


1968 


£'000 
19,935 


« 690 


4,240 4,426 
£317 . £3,723 


959 983- 

205 200 

281 ' 288 
57 87 
16 ` 21 


£1,618 £1,679. 


56 , 46 
£4,891 £5,348 


a rough but effective estimate (which we propose to 
revise annually or if necessary more frequently) of 
its normal mintmum level of stocks and debtors at 
any time during the year. We shall, of course, view 
itin conjunction with your forecast of profitability. 
Our regular revision of your interest-free capital will 
ensure that changes in the basic hard core of trading 
capital requirements are taken into consideration. 
In addition to this permanent interest-free 
capital, each unit has fluctuating requirements for 
additional money which in general must come from. 
the group's bank overdraft. We shall fix each units. 
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maximum capital allocation in relation to its trading 
possibilities. The money employed by each unit 
over and above its interest-free capital will, in future, 
be charged for at a rate of 4 per cent over bank rate 
subject to a minimum of 5 per cent. Special adjust- 
ments will be made as hitherto for exceptional credit 
terms obtained from suppliers. 


In future each unit's maximum capital allocation | 


wil be subject to more frequent and substantial 
change — either upwards or downwards — in the 
light of its respective requirements and the 
profitability as set out in its forecast budget. From 
January 1970 onwards the profit of each unit will be 
expressed in the monthly accounts as a percentage 
annual rate of returnon its interest-free capital. This 
profit will, of course, be struck after charging 
interest on the money used in excess of its interest- 
free capital. 

3. What are the advantages of this new method of 
operating? 

First of all, each unit will have a strong incentive to 
keep its interest-free capital down to the lowest 
possible level in order to maximise the rate of 
return on it. This means rigorous and continuing 
control of debtors and stocks. 

Secondly, the wisdom of taking on a particular 
business by utilising the extra capital on which 
interest is payable will depend upon the gross 
profitability of that business, upon the stock 
requirements it creates and the length of credit that 
has to be given to achieve the business. 

Thirdly, the new method of analysing your 
operations will give guide lines for improving the 
rate of return on interest-free capital, The Manager 
of each unit will be giving continuous consideration 
to the opportunity to expand his unit and con- 
versely to reorganising or terminating operations 
that reduce his units rate of return on interest-free 
capital, which might release money for expansion 
in more profitable operations. When opportunities 
for expansion arise the Manager will have to per- 
suade us to increase his maximum capital allocation 
on the basis of his plan for making that increased 
capital earn a substantial rate of return. 


4. Head Office charges 

In future we shall extract from the Head Office 
charges that are debited to branches the basic cost 
of Group management — items such as directors' 
salaries not already apportioned, certain adminis- 
trative salaries such as statistician, etc. ~ leaving 
only the charges which are attributable to you in 
your accounts. Although they are not all fully under 
your control this breakdown will simplify your 


costing. 
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5. Management bonus scheme 

All these changes will affect the present manage- 
ment incentive bonus scheme which will have to be 
altered and we hope to have the revisions ready 
shortly. 


6. Interest-free capital estimate 
Wil you now please prepare your estimate of 
interest-free capital that you require for 1970, on 
the attached form (Table 2) and submit this figure 
to Mr Sawdust not later than 1 February. 

A. N. TEAK 


The completed asset requirement forms were vetted 
by Mr Sawdust’s staff, and summarised as in Tables 3 
and 4. This information was presented to Mr Teak 
who agreed with Mr Sawdust the maximum capital 
allocation for each unit. On 11 January 1970 Mr Teak 
sent the following letter to unit managers. ‘ 


CAPITAL ALLOCATIONS 

INTEREST-FREE AND MAXIMUM 
CAPITALS 

At the foot of this note you will see that the interest- 
free capital for the financial year 1970 and the 
maximum capital allocated to your branch are 
shown. 


I. Interest-free capital 

We have already discussed this concept in detail 
and your rate of return on capital will be calculated 
by relating your net profit to your interest-free 
capital. This capital should be your normal 
minimum requirements for the running of the 
business, including your fixed assets. 


2. Maximum capital 

In addition to your interest-free capital a further 
amount of capital is allocated to you which it js our 
intention that you should utilise to the full extent 
that you can profitably do so. This capital will be 
available to you at Bank Rate plus $ per cent so that 
in utilising it you will be able to calculate the 
marginal costs of its use and ensure that a profit is 
made over and above the marginal cost ofthe money. 


3. ‘Peak’ capital : | 

There will be some occasions when, having 
exhausted your maximum capital you have the 
opportunity of increasing your business and its 
profitability by the use of a still further quantity of 
money. This the Board encourage you to do pro- 
vided they have the funds available. No figure of 
‘peak’ capital will be given as availability will 
depend upon the day-by-day position of the 
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TABLE 2 


Hardwood, Softwood, and Р'умоод Company 


Unit: 
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ASSET REQUIREMENTS FOR 1970 


Minimum 
(interest-free) 
Amount 


Maximum 
Requirement 


Average 
Amount over 
12 months 





Fixed assets 


Stocks 


Book debts and 
bills recelvable 


Import deposit 





Notes: 
(1) Fixed assets: 











Estimate net book value at 31 December 1969, and add 50 per cent of proposed additions for 1970. 


Enter the result in all three columns. 
(2) Stocks: 


The amount for the middie column should correspond with estimated average stock required in 1970 


forecast. 
(3) Import deposit: 


Import deposit balances will not form part of the interest-free assets. They will be subject to interest charged 
monthly in overheads and this cost must be balanced by extra gross profit margin. 
The interest-free assets amount will form the basis for charging Interest and for assessing the Annual Return of Net 


Profit. 





~ 


company. However, if you can see your way to do 
what appears to you to be a profitable business, 
having calculated the marginal cost of the money at 
Bank rate plus 4 per cent (as well as all other known 
costs), you are invited to advise us immediately of 
the details of the proposed business, the amount of 
additional capital required, the period over which it 
will be outstanding and the estimated net profit 
which will result from its usage. We will then tell 
you immediately whether you may have the 
additional amount and for how long. 
Interest-free Capital f, Maximum Capital £ 

A. N. TEAK 


During 1970 the units made their normal monthly 


returns comparing actual with forecasts for sales, 
costs, profits, assets employed, etc., and incorporated 
the interest charge on capital in excess of the interest- 
free capital. Each month a cumulative operating 
statement (Table 5) was prepared for Mr Teak. A 


number of units showed increasing annual returns on 


interest-free capital, and in most cases units held their 
capital employed within the maximum capital allow- 
ance. À small reduction in the company's bank 
overdraft was achieved. Mr Teak felt his concept of 
interest-free capital was a good one. 

On то November 1970 Mr Sawdust requested unit 
managers to submit their estimates of capital require- 
ments for 1971. In his letter Mr Sawdust gave the 
following guidance to unit managers: 
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TABLE 3 
Hardwood, Softwood, and Plywood Company 
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BUDGET FORECASTS FOR THE YEAR ENDING 31 DECEMBER 1970 
PROFITABILITY OF UNITS 


Total 


Sales and transfers 
Softwoods 
Hardwoods 
Plywoods 
Wallboards & Sundries 
Sawing 


Gross Profits 
Softwoods 
Hardwoods 
Plywoods 
Wallboards & Sundries 
Sawing ` 








Percentage of gross profits 
on sales and transfers 


Overheads 
Own 
H.O. Service Charges 
Wear and Tear 
Interest at 8 per cent on 
Excess Assets Usage 





Net Profit 


Interest-free assets 


Annual return of net profit on 
interest-free assets 





Valuations are being made of the land and buildings 
occupied at each unit in the Group and the 
probable result will be the elimination of these assets 
from the, capital employment and a rent charge 
substituted. 

Тће Group are also considering the leasing of 
lorries, trailers, cranes, fork lifts, etc., and, as 
leases are made, capital equipment will be gradually 
reduced and leasing costs substituted in place of 
depreciation. | 

New valuations and leasing, however, аге not yet 
‘finalised and for 1971 fixed assets should be valued 
at estimated book value at 31 December 1970 plus 
50 per cent of proposed additions in 1971. 


Belfast B 


"TT T 





Cardiff Greenock 














In the case of Stocks and Book Debts three assess- 
ments are required: | 


1. Minimum ` 
Consider separately the periods when you antici- 
pate stocks and book debts will be at their lowest 
totals. Assess these amounts and in the case of 
stocks reduce to the most efficient level that could 
be attained if goods were strictly available accord- 
ing to the varying replacement times of tbe 
products concerned. 

For the book debts valuation, take two-monthly 
period when sales are anticipated to be at their 
lowest and assess the book debts as at the end of 


SUMMER 197I 


TABLE 4 


Hardwood, Softwood, and Plywood Company 
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BUDGET FORECASTS FOR THE YEAR ENDING 31 DECEMBER 1970 
ASSET REQUIREMENTS 





Minimum 
(interest-free) 
Fixed assets 
Stocks 
Book-debts and B/R, 
Import deposit 





Average 
Fixed assets 
Stocks 
Book-debts and B/R 
Import deposit 


Maximum 
Fixed assets 
Stocks’ 
Baok-debts and B/R 
Import deposit 


Excess of average usage over 
minimum (interest-free) 





Interest cost at 8 per cent p.a. 





this period. Consider the possible make-up of 
these sales as to whether a proportion may be for 
cash against documents and the balance on 
normal credit arrangements. Ignore any extended 
credit terms and settle at an ideal amount which 


could be attained if money was more liquid than 


it is at present. 

2. Average 

Experience will guide you on the average require- 
ments in accordance with the anticipated sales 
over the year. 

3. Maximum 

Peak periods must be examined for the assess- 
ment of these maximum requirements. Take into 
account some element of stock replacement 
delay, and in the book debts' computation allow 
for present-day financial restrictions. 


Total | Belfast 


Greenock 











The minimum and maximum asset requirements 
will be examined at head office as to their feasibility 
and capability of being financed. 

The minimum amounts when agreed will be 
reckoned as the ‘hardcore’ assets and will carry no 
interest charge. It will be the base on which net 
profits will be judged as a percentage. 

Assets used in excess of the minimum will be 
subject to an interest charge — at present XY per cent 
per annum. It is important, therefore, that units 
should recoup interest costs in their gross profit 
margins, 

Import Deposit balances will not form part of the 
interest-free assets. They will be subject to interest 
charged monthly in overheads and this cost must 


be balanced by extra gross profit margins. 


П 
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TABLE 5 





Hardwood, Softwood, and Plywood Company 


OPERATING STATEMENT 
Months tonatan ier a anea I Henne 










Corres. 
period 
previous Total Belfast Bath Cardiff | Greenock 
year 







Sales for month 









Sales ta date 
Transfers to other Units 






Total sales and transfers 







Foracast sales and transfers 


Gross profit to date 






Gross percentage on sales 
and transfers ` 








Forecast gross profit percentage 






Interest receivable 










Overheads: Own 
Н.О. Service Charges 

" Wear & Tear 

Interest Charges 











Net trading profit 







Less Group Admin. Costs 


Group net profit 






Interest-free capital 









Annual return on interest-froe 
capital 
















Maximum capital allowance 






Capital employed at month-end: 
Fixed Assets 
Stocks & Work-in-Progress 
Book-Debts & Bills Received 
Import Deposit 



































Excess C/E over interest-free 
capital 






Capital chargeable to interest 










Percentaga of average book- 
debis to average 2 months 
sales 







Book-debts include 
Bills Held 
Discounted 
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Questions 


I. 


Do you think Mr Teak’s concept of interest-free 
capital is a good one? Will it (a) achieve a more 
effective allocation of capital to units and (b) 
encourage each manager to improve the return on 
the capital his unit employs? Is there any conflict 
between (a) and (b): 


. How should the management incentive bonus be 


257 


calculated? Should it be based on return on interest- 
free capital? 


. Does Mr Sawdust's letter of 10 November 1970 


influence your assessment of the concept of 
fnterest-free capital? i 


. Can the concept of interest-free capital be em- 


ployed in companies with a high ratio of fixed to 


current assets? 
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Book Reviews 


Depreciation W. T. Baxter, pp. vi+176 (Sweet б 
Maxwell Ltd, £3.75) 


The creation by accountants of an acceptable body of 
thought concerning depreciation has always been 
inhibited by the lack of an intellectual discipline in 
professional training and the auditor’s demand that 
all figures which have to be verified should as far as 
possible not be the product of subjective estimates. As 
a result, the knowledge of most accountants about 
depreciation is limited to methods of reducing an 
asset to scrap value from historic cost, and any methods 
of depreciation not based on historic cost or pages 48 
to 63 of Spicer & Pegler are rejected as not being 
practical. Unfortunately a long period of rising prices 
has emphasised the fact that these conventional 
methods of depreciating and valuing fixed assets only 
give a true representation of economic reality by 
chance and not by design, and that whether they wish 
it or not, accountants will have to think in amore open 
and constructive manner than they have done in the 
past about this particular subject. 

Economics should of course be a natural source of 
ideas and concepts about depreciation, but although 
economists have worked long and hard on this subject 
their effects on accounting practice and educational 
literature have been negligible. Various reasons can be 
put forward to explain this failure but certainly one 
reason that must be advanced is that economists have 
on the whole failed to refine their proposals sufficiently 
to convince accountants that they could be valid 
principles to apply in working conditions, 

There thus exists as between Accounting and 
Economics a gap which will have to be bridged if both 
disciplines are to make further constructive advances 
in the subject of depreciation, and one which hopefully 
will be bridged mainly by accountants. It is for this 
reason that Depreciation by Professor W. Т. Baxter 
is to be welcomed, for it is a book for accountants 
written by an accountant which fits clearly into this 
vital area. Published under the auspices of the Re- 
search Committee of the Institute of' Chartered 
Accountants in England and Wales, it ought by right 
to stimulate constructive and thoughtful discussion 
about depreciation by both practising and academic 
accountants, and suggest a number of possible lines of 
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research for the latter. і 
The basic theme of Professor Baxter's book is that 
depreciation charges and asset values in accounting 
information must attempt to match economic reality, 
that depreciation charges should be the by-product of 
asset valuation, the latter derived in turn from 
observable economic facts and expectations, and that 
having determined the value pattern of an asset then 
either an existing or specialy devised method of 
depreciation should be used to give a systematic 
means of expressing it. Clearly the originality of such 
а theme depends not upon the general proposition but 


"upon the basis of valuation adopted for the assets, and 


this in turn will determiné both the intellectual sound- 
ness of what is proposed and the possibility of its 
being applied in accounting practice. What has been 
put forward in this work as the basis of valuation to be 
used is deprival value, which in essence uses the 
notion that the value to a firm of an asset which it has 
is usually going to be the costs that ownership post- 
pones or avoids, and that in most circumstances this 
wil equate to an arm's length determined cost of 
replacing the goods or services that the existing asset 
provides. 

The attractiveness of this deprival value concept 
lies in the fact that it appears to be acceptable both as 
an Economic concept and as an Accounting principle, 
for it would allow accountants to compute asset values 
without too much reliance upon highly subjective 
estimates of costs and revenues. In support of this 
view it is argued very persuasively that the deprecia- 
tion of an asset is normally reflected in increasing 
repair and maintenance costs and not in falls in 
revenue, so that what is required for valuation pur- 
poses is the determination of cost patterns, replace- 
ment dates and replacement costs, all matters much 
more amenable to acceptable estimation from past 
experience and consideration of future circumstances 
than total cash flows. In addition to avoiding the very 
real problems of estimating all future cash flows, the 
approach also gets round the situation where an asset 
is used jointly with others to generate a single revenue 
flow. | 

Because of the importance of determining the 
probable replacement date of an asset, an opening 
chapter is devoted to the determination ofthe optimum 
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life of an asset and it is here that Professor Baxter sets 
the stage so that he can argue that depreciation is re- 
flected in outlays and not in receipts. To do this he 
points out that it is really incorrect to think of an asset 
having a life in the biological sense, for with sufficient 
expenditure upon repairs and maintenance it can be 
made to go on providing ad infinitum the goods or 
services that it does. Аз a result, an asset's death 
occurs either because costs exceed revenue or more 
probably because another asset will give the same 


goods ог sérvices for lower costs. Such reasoning риз. 


the determination of an asset's life back fairly and 
squarely into the accountant's province and highlights 
the point, albeit a small one, that traditional accounting 
texts and much recent work on investment decisions 
have not dealt adequately with this matter. 

Armed with the concept of deprival value and the 
ideas of patterns of avoidable and postponable expen- 
diture and: economically determined asset lives, the 
book goes on to consider what are the likely patterns 
that asset values will show as a result of inherent asset 
characteristics and external factors, and what methods 
of depreciation can be adopted or devised to reflect 
the asset value patterns obtained. However, the theme 
is much expanded to cover the problem of asset re- 
valuation (both up and down) due to inflation and to 
technological and other ‘real’ events, with the strongly 
implied suggestion.that depreciation should be re- 
viewed much more frequently by firms as a matter of 
course if they expect to have currently valid accounting 
information. This naturally leads on also to questions 
of depreciation policies to be adopted with particular 
asset structures and the possible dangers from not 
dealing with these situations with care. 

However, perhaps one of the marked achievements 
of the book is to deal so well with the difficult problem 
of cost of capital. Here Professor Baxter does not 
simply carry out a technical exercise to show how it 
can be brought into account but shows instead that if 
it is not brought in, then asset values and depreciation 
charges will be incorrect and the resulting accounting 
information misleading. To read Chapter 8, where 
cost of capital and depreciation are dealt with at some 
length, and to then look at so-called practical account- 
ing texts on depreciation is to realise just how shallow 
are the latter because of their failure to be rigorous in 
applying observable economic facts and behaviour. 

Unfortunately the introduction of cost of capital 
necessitates the use of discounting and annuities with 
the result that many accountants may well feel 
(improperly) that this book is not for them, so for this 
reason it is perhaps as well to emphasise that it does 
give comfort for the continued use of existing methods 
of depreciation. By dealing with depreciation as an 
integral matter of asset valuation and by suggesting 
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that certain patterns of asset value are likely to appear 
with some frequency, Professor Baxter is able to 
conclude that existing methods of computing deprecia- 
tion charges may well be quite suitable for obtaining 
the desired pattern of depreciation charges. Thus he is 
able to demonstrate that the straight line method, 
the reducing balance method and the sum of the digits 
method can all fit certain probable asset characteristics. 
However, he is clearly пої saying that the present 
rather arbitrary or traditional use of depreciation 
methods can be continued because they may give the 
correct result, since from-what he proposes the choice 
of method has to be preceded by.more than the 
ascertainment of asset cost, expected life and scrap 
value, an exercise which may in fact require the 
accountant to devise a special depreciation method to 
cover a particular case. 

An interesting if unfortunate implication of what 
Professor Baxter writes on this question is that the 
efforts of the Accounting Standards Steering Com- 
mittee of the three Institutes to limit the depreciation 
methods used to a selected one or two is a move in the 
wrong direction and one which must be put down to a 
failure to recognise that accounting methods are not 
8 substitute for accounting theory. 

It would be improper to suggest that this book can 
be easily comprehended or fully digested upon short 
acquaintance, for many of the approaches used in dis- 
cussion and argument require a very open mind to be 
properly followed, and the number of matters put 
forward to consideration are so many that it is difficult 
to fit them into a co-ordinated pattern in a short time. 
However, apart from the intrinsic merit of the work 
which one expects time to establish, there is the 
immediate value of the thought and discussion that it 
should generate, as the ideas it puts forward are 
examined in detail and tested for validity and con- 
sistency. Depreciation is not a simple matter as 
accountants have found to their cost, so any worth- 
while work dealing with it is likely to be complex, but 
as Professor Baxter has demonstrated such work can 
be imaginative while maintaining contact with reality. 

D. Brown 


Analytical Management, 7. W. McRae, 
Wiley-Interscience, 

London, 1970, 580 pp., £7.00. 

McRae, an experienced post-experience' programme: 
teacher, has tackled the very difficult task of intro- 
ducing the.practising manager to a wide range of 
quantitative techniques which bave proved useful to 
decision takers. His aim is to explain the benefits and 
limitations of quantitative techniques rather than to 
provide operational competence in their use. His task 
is very difficult because practising managers are a 
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bighly heterogeneous body, and throughout McRae 
has to make assumptions about the reader's existing 
knowledge. The result is that one manager may find 
the pace of the explanation too fast, while another 
may find the book elementary. Some may wish more 
case illustrations, others a more theoretical approach. 

After briefly explaining in Chapter 1 what manage- 
ment science is, the book is divided into five parts: 
Some Basic Concepts, Information Processing, 
Problem Solving, Foreteling the Future, and 
Control. The ability of a practising manager to absorb 
the basic concepts introduced in Part 1 will be highly 
dependent on his existing knowledge. Some chapters, 
such as the one dealing with the measurement of 
economic variables, have little depth and are written 
in a ‘chatty’ style: others are far more demanding. А 
manager with no previous exposure to statistics will 
find Chapter 4, Quantifying Risk, very heavy going. 
In 28 pages McRae deals with frequency distributions, 
theoretical probability distributions, dispersion, var- 
iance and standard deviation, Poisson and Binomial 
distributions; probability and decision trees, and 
expected values. 

Part 2 is concerned with McRae’s own specialism 
information processing. The coverage is compre- 
hensive, but the writing style rather mechanical with 
few practical examples. The practising manager will 
probably find this part rather dull, particularly if he 
has had limited contact with computers. However, 
those managers requiring a concise introduction to 
computers, programming, and management informa- 
tion systems will not be disappointed. At the end of 
each chapter of the book McRae includes a useful set 
of review questions with answers. He also provides a 
set of revision problems but no solutions. The 
practising manager reading this book in his spare time 
will probably find the omission of solutions particu- 
larly disconcerting. Experience of teaching executives 
leaves the impression that they like revision problems 
provided subsequently they receive solutions. This 
deficiency is very relevant to Part 3, in which the 


contribution of management science to solving some _ 


of what McRae describes as 'the classical management 
problems’ is examined. 

While the chapters on Breák-Even and Contribu- 
tion Analysis, Critical Path, Linear Programming, and 
Monte Carlo Simulation are adequate, some of the 
other chapters in Part 3 are less satisfactory. The 
pricing problem is discussed in isolation from other 
variables in the marketing mix, the discussion is 
theoretical with no case examples, no distinction is 
made between different pricing situations, and there is 
a tendency to assume a one product firm. There is a 
sharp contrast between the limited view of pricing 
taken by McRae and the Centre for Business Research, 
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Manchester Business School, Pricing Check List, 
which is reproduced as an Appendix. The chapter 
explaining discounted cash flow techniques does not 
adequately distinguish between the Internal Rate of 
Return and Net Present Value approaches. Of course, 
it is always easy to criticise a book of this type, but the 
fact remains that it is very dangerous when writing for 
practising managers (a) to confuse and (b) not to relate 
theory to practice. 

Part 4 consists of one chapter on Budgeting and 
Demand Prediction. The first part of the chapter 
examines some accounting aspects of budgeting and 
explains how it leads to budgetary control. A mech- 
anistic approach to budgeting is taken with no 
consideration of the behavioural aspects, and some 
statements are made which might confuse the 
practising manager. For example, it is stated that, in 
practice, there are two budgets, the physical budget 
and the cash budget. “The physical budget attempts 
to estimate for a future period the number of items 
which will be sold and physical resources to produce 
this quantity of sales. The cash budget reduces the 
physical budget to cash terms and attempts to 
measure the cash shortage or surplus at various points 
of time during the period.’ No mention is made of the 
master budget or of profit! In the second part of this 
chapter the problems of demand analysis are 
examined, and some simple methods of extrapolating 
and detecting short-term trends. The title of the 
final part of the book is Control, and it contains 
chapters on the allocation and recovery of indirect 
cost, job and process costing, and standard costing. 
While these chapters are quite adequate, and every 
practising manager should be familiar with their 
content, the title of Control for this part of the book is 
not an ideal one. Cost Accounting would appear to 
be a more appropriate title. 

Compared with McRae’s previous books, Analytical 
Management is disappointing. It is not a book that I 
would recommend to practising managers, particularly 


at a price of £7.00. | 
John Sizer 


The Private Company Today 

А. J. Merrett and M. E. Lehr 

Gower Press Ltd, 1971, viii-l-74 pp., £2.50 

This book, commissioned by a group of directors of 
leading private companies, is concerned with the 
present role and future survival of the private com- 
panies in the United Kingdom. The authors claim 
that private companies and businesses make a large 
and special contribution to the U.K. economy but 
that the current trend of tax legislation, if continued 
unchanged, will ultimately eliminate all private busi- 
‘ness of any significant size. They therefore propose a 


~ 


SUMMER 1971 


new tax policy, the main element of which is the re- 
placement of estate duties by a gifts tax. 

The authors show themselves well aware of all the 
problems involved in measuring profitability and 
return on investment and of making comparisons 
among companies and industries. They nevertheless 
feel able to conclude that the large private company is 
more ‘efficient’ than the public company since it has 
higher rates of return on total assets in eleven out of 


261 


fifteen industry groups. 

Тћеу find no practicable basis on which the per- 
formance ofthe smaller private enterprise can be com- 
pared with public companies, but claim (without pro- 


' ducing a great deal of evidence) that private companies 


are essential to the maintenance of free competition, 
that they are important innovators, and they are more 
efficient in small fragmented markets. 

R. H. Parker 
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Editorial 


HIS fourth number of Accounting and Business 

Research completes the first volume. These 

early issues have necessarily been to some 
extent experimental, and the procedures and standards 
followed so far need not be regarded as rigid or 
permanent. Аз was said in the first issue, no journal 
attempting to break new ground can be produced 
within a set formula. Nevertheless the first stege of 
the experiment has been sufficiently successful to 
ensure continuance on the present lines. 

'The number of subscribers has increased steadily 
and is now over 3,500, which for a journal in this field 
is very encouraging. Requests for back issues and 
reprints of particular articles, always a sign that a 
publication is having the right Kind of impact, are 
steadily increasing. 

The second year of Accounting and Business 
Research, therefore, begins in an atmosphere of 
confidence. The flow of material for publication is 
steadily growing. The limits to the field to be covered 
within the very general terms of the title of the journal 
are wide. The maintenance of a high level of quality 
remains the major consideration. 

The only change planned for the second volume is 
minor. Editorials, which have been regularly included 
in the first issues, have only been intended to cover 
the introduction of the project. From now on they will 
only appear when special considerations call for them. 
One further change cannot be deliberately planned, 
but it will certainly be encouraged and welcomed. 
This is the submission of research material directly 
from business. 


BOUND VOLUMES OF ACCOUNTING 
AND BUSINESS RESEARCH 
Volume 1 1970-71 (Nos. 1 to 4) complete with 
Index can be supplied for £5.30 including 


postage and packing. 
Subscribers wishing to have their own copies 


bound should address their inquiries to: 
Subscription Manager 
Accounting and Business Research 
56-66 Goswell Road 
London ЕСІ 
The total charge for binding subscribers’ own 
copies, with index and postage, will.be £2.00. 
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Developing Dividend and Financing Policies 


with a Computer Terminal 
D. J. Chambers, H. S. Singhal, B. D. Taylor and D. L. Wright 


Introduction 

Financial applications in which the computer has so far 
made the greatest impact have typically been ones 
where its capacity to store lots of data and its economy 
in performing routine arithmetic operations have been 
crucial. This paper describes work now in progress at 
the London Business School on problems of financial 
planning, in which the role of the computer is being ex- 
tended from preparation of financial projections to 
tracing the implications of alternative financing policies 
and where its crucial advantage lies in the ability to 
perform not merely arithmetic but also logical opera- 
tions. Specifically, different financing and dividend 
policies have been combined in a computer programme, 
together with straightforward routines for making 
financial projections. The financing policy is ex- 
pressed in an explicit statement of the conditions 
under which finance will be raised from different 
sources; the computer compares values and key 
ratics generated within the programme itself to find 
which conditions are satisfied. A dividend policy is 
written similarly as a logical statement of the critical 
values for particular variables (e.g. earnings, rate of in- 
crease in earnings, etc.), critical in the sense that a 
particular dividend will be paid if the variable falls 
within a specified range. The computer calculates 
values of the key variables, identifies the relevant con- 
ditions and prints out the stream of projected dividends 
conforming to the policy. 

This approach to strategic planning does not ids on 
the capacity to store very large quantities of data. It is 
possible, therefore, to employ a system in which a 
terminal is linked directly to a comparatively small and 
cheap computer, allowing managers to experiment 
with alternative policies and projections. The ad- 
vantages of such immediate communication ‘on-line’ 
with a computer are particularly significant in appli- 
cations like these to problems of strategic choice, 
where typically there is no single criterion for ranking 
outcomes and the reinforcement the manager most 


needs is some efficient means to explore, alter and com- 
pare a wide range of alternatives. With direct access to 
a computer, it becomes possible to link together the 
selection of investments, sources of finance and the 
payment of dividends as one joint problem, and hence 
to identify interactions between separate elements in 
the firm's strategic plan which are not apparent when 
each part is considered in succession. 

The approach described below was first developed 
from inside two small-to-medium sized companies 
with the co-operation of financial managers. More 
recently it has been used in reverse, to project company 
results from the outside under Alem sets of 
assumptions. 


Financing policies 

In developing the approach, a number of alternative 
financing policies were identified with the help of 
financial managers, and one of these is illustrated in the 
flow chart of Figure 1. This is the policy where 
managers plan to find any necessary funds in a period 
firstby usingany excess cash or short-term investments, 
then by increasing overdraft, and then if necessary 
by issuing long-term debt. Calling on the sources of 
funds in this sequence would be appropriate where, 
e.g. bank debt is cheaper than long-term debt or 
where long-term rates are expected to fall. 

Within such a policy, there can be many different 
limits on overdraft. Two limits are used in the examples 
which follow: (1) a requirement that current ratio be 
maintained at not less than a specified value (which 
places an implied upper limit on the current liability 
*bank overdraft’); (ii) a simple upper bound, like the 
‘line of credit familiar in the US. 

Long-term debt is allowed to rise only in substantial 
increments or tranches, and excess funds may be used 
to reduce long-term debt (again in fixed tranches). 

Different versions of this policy are stated by speci- 
fying values for the required current ratio, the fixed 
upper limit on overdraft, and the unit size of tranches. 
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. Figure1 
Financing policy type A* 
The programme starts by calculating the net current flow of funds over one period, from all transactions other than 


financing. The upper limit on permitted bank overdraft is also calculated, from the specified requirement on current 
ratio. A financial structure for the end of the period is then developed as follows: 


Is there a net generation of funds or a net 
requirement for funds in current opera- 
tions? 


funds generated 


Use available funds first to reduce any 
excess of ex/sting overdraft over per- 
mitted limit, Then: is there still an excess 
overdraft? Or are funds and/or potential 


Assume that required funds will be raised 
by increasing bank overdraft. Does 
proposed overdraft exceed permitted 
limit? 


increases іп overdraft still available 2 


overdraft overdraft overdraft 
exceeds satisfies exceeds 
limit limit limit 


Е 


permitted increase 
in overdraft 20; 
funds available 20 


Try successive increments In long-term 
debt (with corresponding reductlons in 
planned overdraft) until requirement is 
met. 


Make any feasible shifts out of long-term 
debt (by using excess funds if any and 
making permitted increases in overdraft). 


Print the resulting values of 
CASH, BANK OVERDRAFT, 
LONG-TERM DEBT. 





* Values of the following parameters are specified by the manager in selecting a particular financing policy: 
(1) Lower limit on ratio of current assets to current liabilities (as imposed by lending banks). 
(2) Upper limit on bank overdraft (a separate requirement from (1)). 


' (3) ‘Policy’ limit below which reported cash balances must not fall. 


(4) Size ofthe tranche by which (orin multiples of which) long-term debt may be increased. 
(5) Size of the tranche by which (or in multiples of which) long-term debt may ba reduced. 
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Other financing policies have been analysed in much 
the same way, but need not be illustrated here: e.g. 
a policy appropriate to cases where long-term debt is 
cheaper than money borrowed from the bank, so that 
funding of debt occurs whenever possible. Further 
cases have been programmed where successive incre- 
menis in long-term debt must be separated by a 
specified interval of time. 


Dividend policies 

Two different statements of firms’ dividend policy are 
given below. The form of these statements is fairly 
typical of those we have encountered while the 
numbers used are illustrative. 


Dividend policy 1 

The target is a cumulative growth of 10 per cent per 

annum in dividend per share, subject to constraints 

relating dividend to current earnings, as follows: 
There is a 10 per cent growth in dividend per share 
if this is consistent with a dividendcover of atleast 2.1 
If this dividend cover will not be achieved, dividend 
is held or cut. It is held at the previous year’s value 
if cover is at least 1. Otherwise dividend is cut by 
enough to keep cover equal to 1. 
1 Earnings cover is here defined as the amount available 


for distribution to shareholders, divided by the dividend 
that is actually distributed. 


Figure2 


Dividend policy 


Are profits after tax zero or negative ? 


no 


Is Profit after tax 
(last dividend) (I--G) 


Is Profit after tax 
last dividend 


Set dividend equal to (Profit after tax)/C, 
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Dividend policy 2 
The dividend paid in any year is related to the last 
dividend paid and the earnings in the current year: . 

If the last dividend is less than one third of current 

earnings, then this year’s dividend is increased by 

(say) 10 per cent over the last one. 

If it is more than one third but less than one half 
of current earnings, then the dividend is maintained. 

Ifitis more than one half of current earnings, then 
the latter amount is paid as dividend. 

The logic of each of these policies can be stated (and 
programmed) very conveniently if three parameters are 
specified: two critical values for Dividend Cover, 
Cy and C; where the subscripts mean ‘high’ or ‘low’, 
and the target growth rate of dividends, G. The 
possibilities are shown in Figure 2. 

Dividend policy 1 is then expressed by setting Cy, 
C; and G at the values (2-0, 1:0, xo per cent) respect- 
ively. For Dividend policy 2 the parameters take the 
values (2:73, 2:0, 10 per сеш). The examples there- 
fore illustrate two versions of the same policy, differ- 

* Note that Policy 2 was expressed in terms of last year’s 
dividend, while the general statement relates earnings to this 
year's dividend The condition for dividend increase by 10 
per cent under Policy 2 can be written as: 

Ei>3 Diy 
But if Di— r:1(D, .,) this becomes 
Ey>3 Dy/1-1 


2273Di 
where D, and Е; represent dividend and earnings of year t 


» ; Set dividend atzero 


Set dividend equal to 
last dividend (1+6) 


Set dividend equal 
to last dividend 
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ing only in the values of the three parameters. 

Most of the other dividend policies which have been 
described to us can be represented by increasing the 
number of critical values for Dividend Cover ‘beyond 
the pair used above. Another very simple policy, 
illustrated in the examples which follow, takes the 
form: ‘Cut dividend to £x and hold it at that rate for y 
years.’ 


Numerical examples 
In these examples two dividend policies and two 
financing policies will be considered, and the financial 
consequences of adding a significant new project will 
be projected over three years. The initial balance sheet 
of Firm X at the end of 1971 is given in Figure 3. 
Financing and dividend policies are as follows: 
Financing policy 1: as in Figure 1, with current ratio 
2175. 
Financing policy 2: as in Figure 1, with current ratio 
21:50. 
(In both cases, the fixed upper limit on overdraft is 
£400,000.) 
Dividend policy A: as in Figure 2, with Сн=3, 
C,=2, G=20 per cent. | 
Dividend policy B: ‘cut dividend to £50,000 and 
hold it there for three years’. 


Figure 3 
Firm X: Balance sheet 31 December 1971 
(£'000) 


Stock, work in progress 
| Others 
Total 


Less current liabilities 
Creditors 
Tax payable 
Bank overdraft 
у Dividend payable 
Others 
Total 
Net current assets 


Add fixed assets 
Land and buildings 
Plant and machinery 
Others 

Total net assets 


Liabilities 
„Share capital 
| Reserves 
Long-term debt 
"Deferred liabilities 
Total 
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Varying dividend policy and 

financing policy 

Consider first the effects of varying the financing policy 
while dividend policy (and the use of funds) remains 
constant. Cases (А) and (B) of Table 1 differ in the 
lower limits imposed on current ratio, and as this 
limit is raised the firm's freedom to employ increases in 
bank overdraft as a source of funds is correspondingly 
curtailed. In case (À) the critical restriction on over- 
draft consists of the fixed upper bound of £400,000. 
Case (B) requires a higher current ratio than does (À), 
and current ratio proves to be the critical restriction on 
bank overdraft in this case. The tighter restriction on 
overdraft in (B) forces the firm to raise £100,000 in 
long-term debt in 1973, and gearing rises to 0:31 in 
1974 аз against the 0-28 of (A). 

Next consider an illustration of the effects of varying 
dividend policy with an unchanged financing policy. 
The dividend policy of (B) leads in fact in this case to a 
dividend held at £74,000, since the conditions for an 
increase at the target rate are not satisfied. In con- 
trast, case (C) requires 1972's dividend to be cut from 
the previous year's value, to £50,000; and this value is 
to be maintained for the two years following. This re- 
duction in planned dividend affects the financial pro- 
jections in two ways. Firstly, the lower dividend means 
lower current liabilities (specifically a lower *dividend 
payable’) and this provides room for a bigger overdraft: 
the limit rises from £338,000 to £362,000. Secondly, 
the larger retention means tbat less new debt has to be 
issued. As a result, 1974's requirements can be met out 
of overdraft, in case (C), without issuing further long- 
term debt. The gearing ratio is correspondingly re- 
duced. à 


The timing of a major investment 
Table 2 illustrates a routine use of programmes of this 
type. It shows the effect on financial performance of 
adding one further project whose scale is significant in 
relation to the firm's existing activities. Assume that 
accepting this project is consistent with the firm's 
long-term marketing strategy and that it meets the 
required standards for estimated DCF return. What 
will be the impact on reported financial results for 
1972-4? 

If the investment occurs in 1972, the estimated 
direct effects on 1973 and 1974 accounts are as follows: 
this information is entered as a modification to the 
earlier data. 


1973 1974 
Increase in sales 700 700 
Increase in fixed costs 150 150 
Increasein asset book value IIO 


For this illustration, the same figures are moved one 
year forward if the investment is undertaken in 1973. 


у 
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Table 1 


Financial projections under alternative dividend and financing policies - 


(A) 
Div. policy (1); 
CR 1-50 
7972 1973 1974 


Dividend and financing policies* 


Financial projections 
Overdraft limit (£°000) 


400 400 400 
Actual overdraft (£000) : 327 395 398 
Long-term debt (£'000) 700 700 800 
Searing ratio | 028 027 
Current ratio 177 167 
Dividend payable (£'000) 74 74 74 


(В); (С) 
Div. policy (1); Div. policy (2); 
CR>1-75 CR>1-75 
1972 1973 1974 1972 1973 1974 


339 338 338 362 
298 271 


* Dividend policy (1): as in Fig. (2) with G—0-2, CH =3, CL =2. 





Dividend policy (2): ‘cut dividend to £50,000 and hold It at that value’. 


CR: Current ratio. 


Table2 


Effects of a further investment, with alternative starting dates 


No non ROT 
1972 1973 1974 
Funds requlred (£'000) 198 68 103 
Profit aftertax (£7000) 252 221 174 
Return on net assets | 0-10 4 0-08 0-06 


Eamings per share 0-10 009 007 


Dividend payable (£000) 74 74 74^ 


Alternative data can be accepted with equal ease. 

Secondary effects are calculated within the pro- 
gramme: e.g. асова 
tied to sales. 

In Table 2, dividend and financing policies are 
maintained as in case (B) above, and performance is 
compared with and without the major investment. It 
appears that the investment will be effective in revers- 
ing the downward trend in profits and in éarnings per 
share over these three years. If it is undertaken at the 
later date, 1973, profits and return on net assets for that 
year will both be marginally lower than they would be 
without the investment. Both values will peak in 
1973 if the project is undertaken at the earlier date, 

"The investment also makes it possible to satisfy the 
conditions for an increase in dividend at the target rate 
of 20 per cent, either in 1973 or 1974. 





(D) (£) 
Investment in 1972 Investment in 1973 
1972 ` 1973 1974 1972 1973 1974 


308 —17  —76 198 178 22 


244 362 270 252 214 307 

" (09 O12 009 010. 007. 0:10 
O10 014 O11 010 009 012 
ТА . 89 . 89 74 74 89 


Тһе financing of this investment is illustrated in 
Table 3. Funds for the initial outlay are obtained in. 
both of the cases illustrated by issuing an extra 
£100,000 in long-term debt and by an increase of 
£10,000 in bank overdraft. The behaviour of the , 
gearing ratio matches the time at which this new? . 
finance is raised. For an investment in 1972 the ratio - 
starts at a relatively high value and declines over the : 
three years, while for an investment in 1973, gearing 
will peakin 1973. 

Results like those of Tables 2 and 3 can provide 
managers with useful supplementary information for 
investment. appraisal; alternatively they can be 
developed by outside analysts to project forward the 
implications of current policies. An obvious extension 
is to re-rün the cases under alternative dividend and 
financing policies. T'he main reason for developing this 
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Table3 
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i 


The financing of a further investment, with alternative starting dates . 


| А (8) 
No extra investment 
7972 1973 1974 


a 


Financial projections 


Overdraft limit (£'000) 339 338 338 


Actual overdraft (£'000) 327 295 298 


Long-term debt (£'000) -700 800 900 


Gearing ratio 


Current ratio 


programme for an on-line system, with direct access 
from a terminal to a central computer, has been to 
provide the means for experimenting in this way with 
different combinations of dividend and financing 
policies and investment opportunities. 


Organising a computing system for 
strategic planning 

The key problem in developing and using approaches 
like this one is to decide to what extent to aggregate the 
data on which the programme operates. One could 
develop comprehensive programmes to reproduce and 
manipulate the whole of a firm's system of financial 
information, which will provide the means for de- 
tailed recording and control as well as for strategic 
planning. At the other extreme there are many 
strategic issues which an experienced analyst can re- 
solve with back-of-envelope projections using aggre- 
gated data in the broad categories employed in 
published accounts. The approach described here is 
perhaps best viewed as an elaboration of back-of- 
, envelope projection, and the case for using a computer 
in this role is quite separate from the question of 
whether or not to use one for recording and processing 
routine accounting information. 

It has been our experience that the main investment 
of time in developing a useful system of this kind 
comes from managers and financial experts rather than 
from computer specialists. The primary task is to 
develop a set of worksheets to intermediate between an 
existing accounting system and the computer pro- 
gramme, using categories which will allow the conse- 
quences of different strategies to be isolated. When 
such a system is being used, much of the work takes 


з For example, see G. W. Gershefaki (1969): Building a 
Corporate Financial Model. Harvard Business Review, July- 
August. M. R. Tyran (1971): A computerised Decision- 
Simulator Model. Management Accounting, March. 





(D) 
Investment in 1972 
1972 


(£) 
In estment in 1973 


1973 1974 1972 1973 1974 


339 380 285 339 . 338 375 





337 246 305 328 


800 800 900 900 


place outside the computer, in rearranging or changing 
the information on a worksheet and hence in providing 
new summary data on which the programme will 
operate. 

Computer programmes for projecting forward a set 
of accounts are now fairly common and this aspect of 
the system need not be presented in detail. There are, 
however, two features of its design which are character- 
istic of any system built for planning rather than for 
data processing and recording, and which should, 
therefore, be emphasised. First, at what stage does the 
computer accept data from the existing accounting 
system? This question arises particularly in the treat- 
ment of sales and cost data. Secoad, how much detail 
should be included in the routines for projecting for- 
ward asset values ? 

In our present system, budgeted sales and the cor- 
responding direct and indirect ccsts, as developed by 
the existing eccounting procedures (with or without a 
computer) are taken as inputs. 

Assets are grouped in a limited aumber of categories 
(ten in the current version), where a single ‘category’ 
contains all those assets which are depreciated at 
(approximately) the same rate, i.e its depreciation rate 
is the defining characteristic of а category. The total 
written-down book value of assets in each category at 
the starting date is supplied to the computer, together 
with projected purchases and disposals in each year up 
totheplanning horizon.* 

The corresponding data for the written-down tax 
values at the starting date and for planned purchases 


*'The most useful projections то be made with this system 


аге those running up to three or four years ahead and over 
this span there is a strong case for treating all assets as 
depreciating on the basis of a declining balance. For assets 
which are in fact on a straight line sasis, the present pro- 
grammes makes the approximation of choosing a rate of 
declining balance to produce the same written-down book 
value halfway through the asset's remaining life. 
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and disposals are also supplied to the computer, and 
the programme calculates book and tax value in each 
category for each reporting date up to the horizon.5 

Projects which are still under consideration are 
described on individual worksheets, using the same 
categories as in the basic projections for their effects on 
sales, costs and assets. t 

The programme is so’ arranged that the user, at a 
computer terminal, can try alternative values for 
direct cost, tax rates, interest rates on debt and ratios 
of stocks, debtors and creditors to sales for any 
accounting period. 

The most important change of direction which we 
have made while developing this work has been in the 
treatment of new equity. In principle this can be 
handled in much the same way as increments in long- 
term debt: the flow chart is revised to show the circum- 
stances under which management will issue new 
shares. Such conditions for expanding the share issue 
were written into the earlier versions of our financing 
policies. In practice it is not easy for managers to 
write an exhaustive statement of policy on new equity 
taking into account such factors as share price and 
marxet expectations. By contrast, with an on-line 
computing system it is a simple matter to increase the 
equity and run the programme again if, for example, 
the first results show an unreasonably high gearing 
ratic. For these reasons we currently favour planning 
the issue of equity, and weighing up the factors affect- 
ing its volume and timing, outside the computer 
programme. 


Relation to optimisation methods 
This paper has described the current status of one of 
two connected approaches, now being developed at the 
London Business School, to the control problem of 
5 Since tax depreciation rates do not in general coincide 


with book rates a separate classification into up to ten 
categories is maintained for calculation of tax. 
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treating investment, financing and dividend decisions 
simultaneously. Other work in formulating this ap- 
proach has been described a Packer? and by Judge 
and Melville.” 

As described in the present нет the manager him- 
self specifies feasible policy combinations and then 
decides what disposition of results (as provided by the 
computer) he prefers. T'he computer calculates for each 
combination a merit-rating which is stated in more than 
one dimension: e.g. ‘profit in 1972? ‘return on assets in 
1974’, ‘earnings per share in 1973’, etc., and in the 
process of searching for better combinations the 
manager has to formulate his preferences between out- 
comes each of which has many dimensions. 

The parallel development has been in extending 
optimisation methods (viz. DCF appraisal, and 
modelling by linear programming) to deal simultan- 
eously with investment, financing and dividend policy. 

This complementary approach starts with limits 
which must be satisfied by particular indices of 
financial performance (e.g. ‘reported earnings must 
exceed т" million’) and uses the computer to explore 
all the feasible combinations of investment, financing 
and dividend policy, using a single merit-rating. 
Current applications of this work are presented by 
Chambers.5, ® Together, the two: approaches offer 
reasonable grounds for believing that the computer 
can now be used operationally.for the simultaneous 
analysis of investment, financing and dividend 
decisions. 


eJ, Y. L. Packer (1971): The Projection of Financial 
Results. Long-Range Planning 3, 3. 

ТЕ. C, Judge and M. R. Melville (1970): Computer- 
assisted Financial Policy and Planning. London Business 
School, Sloan Programme Paper. 

* D. ]. Chambers (1971): The Joint Problem of Invest- 
ment and Financing. Operational Research Quarterly 22, 3. 

* D. J. Chambers (1971): Dividend Plans and Balance 
Sheet Management. London Business School Working Paper. 
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Dilution and Counter-Dilution in 


Reporting for Deferred 
. Charles A. Tritschier 


1. The issues in financial reporting for 
deferred equity . 


‘Deferred equity’ securities, a broad class of financial 
instruments including convertible debentures and 
preferred stock, warrants, rights, options and issues 
subject to stipulated conditions, involve the firm in 
‘contingent’! contractual commitments to issue com- 
mon stock. Under 'generally accepted accounting 
principle? (GAAP), deferred equity has been re- 
ported until recently on a strictly legal basis. Widening 
use of such instruments with their complex implica- 
tions for financial reporting has thrown into question 
the adequacy of this form of disclosure. The Account- 
ing Principles Board (APB) of the American Institute 
of Certified Public Accountants (AICPA) has dealt in 
increasing detail with this issue in Opinions 9, 10, 12, 
14 and 15.* 

The several modifications of the APB position in 
these opinions indicate controversial elements of 
measurements are involved in these ambiguous 


Note to United Kingdom Readers 

Though prohibition of repurchase of common shares by 
companies in the United Kingdom eliminates the actual 
implementation of counter-dilutive reductions of equity 
outstanding, the normative concept of dilution presented 
in this paper still lends insight in the UK legal context. 
This analysis also raises the issue of the advisability of 
prohibiting flexibility in adaptation of financial structure by 
repurchase of common shares. Review of the pro and con 
of the laws governing repurchase of shares appears a 
timely topic in the UK. 


1 This broad usage of the term should be distinguished 
from issues of stock ‘contingent’ on certain earnings levels or 
market valuations involved in acquisition agreements. 

7 AICPA, Opinion 9, ‘Reporting the Results of Opera- 
tions’, December, 1966; Opinion 10, ‘Omnibus Opinion- 
1966’, December 1966; Opinion 12, ‘Omnibus Opinion- 
1967', December 1967; Opinion 14, ‘Accounting for Con- 
vertible Debt and Debt Issued With Stock Purchase 
Warrants’, March 1969; Opinion 15, ‘Earnings per Share’, 


Equity 


financing instruments. Cogent criticisms of the latest 
AICPA Opinion, 15, have been numerous but most of 
them only document the alternatives and dissenting 


. views already advanced in the text of the Opinion 


itself — and rejected by the Accounting Principles 
Board.? As in split Supreme Court rulings, a critic of 
the AICPA Opinion need look no further than the 
text of the decision itself for opposing arguments. 
However, these APB Opinions have been oriented 
more to how the earnings per share (BPS) is to be 
measured, rather than to what the underlying problem 
of accounting theory is. 

Primary attention to the highlighted statistics, EPS, 
has resulted in a widespread, but restrictive definition 
of dilution as the reduction of EPS attributable to in- 
creases in common shares outstanding. This definition 
emphasises that periodic trends in the total amount of 
net income are not proportionately reflected in EPS, if 
accompanied by increases in common shares out- 
standing.* If the popular assumption is held that share 
valuation is a function of changes in reported EPS,® 


May 1969. То limit the length of this paper, the author 
must assume the reader is acquainted with GAAP and the 
issues raised in measuring EPS and accounting for deferred 


equity. 

* See Werner G. Frank, Jerry J. Weygand, ‘Convertible 

Debt and Earnings per Sbare: Pragmatism vs. Good 
Theory’, Accounting Review, Vol. XLV, No. 2, April 1970, 
pp. 280-9. 
* APB Opinion IS motivates its prescription for reporting 
EPS, by saying such calculations ‘assist the investor in 
weighing the significance of a corporation's current net 
income and of changes in its net income from period to 
period in relation to the shares he holds or may acquire’, p. 
217. 

* The assumption that share valuation is some function of 
EPS is prevalent, yet empirical validation of a working 
model is generally recognised to remain lacking. See Henry 
G. Manne, Editor, Economic Policy and the Regulation of 
Corporate Securities, Washington, DC: American Enter- 
prise Institute for Public Research, 1969, especially George 
J. Benston, "The Effectiveness and Effects of the SEC's 
Accounting Disclosure Requirements’, pp. 23-79. 
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then the timing of inclusion in reported EPS of con- 
tingent issues of common stock is of some concern to 
the investor. Thus, the issue becomes whether (and, 
if so, how) the ‘primary’ EPS reported should reflect 
common stock equivalents for contingent issues of 
sto-k prior to the date of legal issue in order to antici- 
pate EPS reductions (dilution) explicitly.5 Opinions 9 
and 15 of the APB dealt with establishing tests for 
common stock equivalents (CSE) which anticipate 
unrealised increases in common shares outstanding on 
a strictly legal basis. 

The potential impact on EPS of outstanding com- 
mitments to issue additional shares deserve dis- 
closure, but issuance takes place only in response to 
other significant conditions such as increases in share 
valuation, net income or dividend payout. If common 


stock equivalents (CSE) are calculated and included. 


with legal common stock outstanding for primary 
EPS, this departure from a strictly legal EPS (1) 
based on shares outstanding should be verifiable by the 
dilution of equity reported on an articulated balance 
sheet. The precedents of GAAP indicate primary 
EPS should be measured from historical data on 
financing decisions by past or present management. 
Management -policy originating in past contractual 
commitments and continuing in current decisions to 
leave deferred equity securities on the market may 
cause dilution of equity. Ex post evaluation of this 
eleraent of management performance should be 
meesured from historical data rather than from some 
prediction of future legal EPS (L). 

Since EPS is itself an articulated statistic (netincome 
to common divided by the number of shares of com- 
mon equity), revision of legal EPS should be based on 
historical dilution of equity as measured by the 
principles of asset and equity valuation and of income 
determination used in the accounting statements. 
Botà in theory and in practice, EPS under the AICPA 
Opinion 15 method is criticised as obscure in pur- 
pose and as low in predictive significance." The aim 
of this paper is not to evaluate AICPA Opinion 15 
as such but rather to reach a basic definition of dilution 
relevant to investment decisions and measurable with- 
in the constraints of historical reporting under GAAP. 
Ful: disclosure of deferred equity poses a significant 
challenge to financial reporting. 





* Opinion 15 says ‘a convertible security should be con- 
sidered as a common stock equivalent at time of issuance if, 
based on its market price, it has a cash yield of leas than 
663 per cent of the then current bank prime interest rate’, 
p. 229, in calculating primary EPS. Other deferred equities 
are classified by the treasury stock method, pp. 230-3, 
described in detail in this paper. For fully diluted EPS (D) 
all deferred equities are assumed to be common stock 
equivalents with adjustments for disposition of proceeds on 
exercise, pp. 234-5. 
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2. Definition and Disclosure of 

_ Dilution from Deferred Equity 
An insight into the controversy over deférred equity 
can be found in the definition of dilution imple- 
mented in AICPA Opinion 15 and in the prevailing 
perceptions: | 

Dilution (Dilutive). А reduction in earnings per 

share resulting from the assumption that con- . 

vertible securities have been: converted or that 

options and warrants have been exercised or other 

Shares have been issued upon the fulfilment of 

certain conditions.? 

To identify ‘dilution’ and its adverse connotations 
with a reduction of EPS attributable to issuance of 
stock involves an uncertain inference about the 
relative effect of equity financing. While some stock 
transaction is necessary for dilution of equity, an in- 
crease in the number of common shares is not a suffici- 
ent condition for defining the resulting reduction in 
EPS as dilutive. By that definition even the issue of 
shares at enormous premiums would be dilutive, to 
argue by counter-example. The semantic effect is to 
reinforce the opprobrium already attaching to re- 
ductions in EPS. Certainly ‘dilution of EPS’ has be- 
come a synonym for ‘reduction of EPS’ in common 
usage, but not without blurring the precision in the 
meaning of ‘dilution’ in analysis. 

Another established usage of the term dilution is as a 
failure to maintain proportionate share of ownership in 
the absence of the exercise of preemptive rights. 
Measurement of dilution of share of ownership is a 
simpler facet of the concept which would be facilitated 
by the disclosure to be recommended in this paper. A 
general definition of dilution to compare with that in 
Opinion 15 is found in Kohler's dictionary: 

Dilution. Relative loss or weakening of equity 
position.’ The financing transaction which weakens 
the stockholder’s position is dilutive of his equity. The 
scope of financial reporting does not now encompass 
projecting the effect of stock issue pricing or capital 
structure, yet the ultimate motivation behind measur- 
ing dilution involves such questions. Measurement of 
prospective dilution must be recognised as an ex- 
tremely speculative undertaking, however important it 
might be to investors. By contrast, historical financial 
reporting does require a feasible and objective method- 
ology for the more limited objective of defining the 
capital structure matching the period then ended. 


А. Dilution of equity: definition and measurement. 
As distinguished from the limited definition of dilution 


7 Eldon Hendriksen, Accounting Theory, Revised Edition, 
Homewood: Irwin, 1970, p. $53. 

* APB Opinion 15, p. 274. 

* Eric L. Kohler, A Dictionary for Accountants, Fourth 
Edition, Englewood Cliffs: Prentice-Hall, 1970, p. 160. 
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oriented to EPS, a theoretical unity is achieved by going 
back to the general definition based on valuation. Àn 
authoritative investment text states, "The value ој a 
common stock is said to be diluted if there is an increase 
in the number of shares without a corresponding in- 
crease in assets and earning power.”!9 Moreover, while 
measurement of dilution of value of a common stock 
could be based on accounting book value per share 
(again, there is someprecedentforthis definition), book 
value per share rarely has any meaningful relation- 
ship to market value or ‘assets and earning power’ per 
share. 

The relative loss of equity position or dilution of 
equity can best be defined theoretically and opera- 
tionally as Jack of ратну of proceeds from issue with the 
market value per share of common stock. Definition of 
dilution as lack of parity of market value per share 
before and after issue of stock is free of theoretical 
defects, whereas parity of book EPS or book value per 
share before and after issue is not." The effect on EPS, 
attributable to proceeds of issue invested in operations, 
is generated only after some gestation period and book 
net assets per share represents neither market nor 
liquidation value. The only dilution criterion measur- 
able at дате of issue of common stock is lack of parity 
of the proceeds with the ex ante market value per share 
and thus with the present value of future earnings to 
which it articulates. To be sure, future earnings from 
the new capital may not be high enough to support 
the current level of market price, but estimates of 
future profitability are definitely not now within the 
scope of GAAP. 

However many additional equity shares are issued, 
dilution of wealth cannot occur if the additional equity 
15 obtained for the current market value of the existing 
shares. Issues of common stock are in many cases 
floated in amounts, which materially increase the 
denominator for EPS calculations. If such issues of 


19 Benjamin Graham; David L. Dodd; Sidney Cottle, 
Security Analysis, Fourth Edition, New York and San 
Francisco: McGraw-Hill Book Company, 1962, p. 615. 
Emphasis added. Also note discussion of an antecedent to 
calculation of common stock equivalents for warrants in 
terms of market values on pp. 227—8 and 660-61. 

u Innumerable measurement problems exist in estimating 
the market prices at which common shares could be re- 
purchased. Transactions costs, tax effects, the perceived 
intent of management and the market factors resulting in an 
increasing marginal cost function all would contribute to 
effective market prices higher than the observed trans- 
actions. See E. J. Elton and M. J. Gruber, ‘The Effect of 
Share Repurchases on the Value of the Firm’, Journal of 
Finance, March 1968, pp. 135-49. Offsetting the under- 
stated market price of repurchase is the overstated pro- 
ceeds based on the exercise price, which reflects none of the 
costs of floating a new issue. Moreover, under the favourable 
conditions necessary for conversion or exercise, actual re- 
purchase should not be necessary and only the principle is in 
question. 
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stock were not thought to be in the best interests of 
stockholders, in spite of resulting short-term reduc- 
tions in EPS, no new issues would be made. It is 
precisely the function of the market mechanism to 
appraise historical data inrelation to futureprospects of 
earnings and to complementary financial structure 
changes. The question for financial reporting is how 
best to summarise historical results with a minimum 
of bias toward one or another uncertain future con- 
dition.4 


B. Asset and equity valuation 

The economic outcomes of financing are realised over 
time, period by period, as reported on the income 
statement and matching balance sheets. The peculiar 
problem of deferred equity is that exchanges of cash 
and obligations spread uncertainly across multiple 
periods and may realise positive, neutral, and negative 
effects at separate points in time by provisions of the 
contract: 

(x) Anti-dilutive Exchange: The corporation re- 
ceives cash for convertibles with a reduction in senior 
charge or for warrants with no dividend requirement 
in return for option privileges exercisable at a later 
date. Adverse events may eliminate the anti-dilutive 
benefits of senior securities. 

(2) Counter-dilutive Exchange: The corporation 
may later receive cash under the options previously 
granted and issue common shares of commensurate 
current market value in partial fulfilment of the 


за Market parity tests for common stock equivalents are 
considered in AICPA Opinion 15, p. 259, and іп Н. Bier- 
man, Jr, and E. Liu, "The Computation of Earnings Per 
Share’, Accounting Review, January 1968, pp. 62-7. In the 
latter, deferred equities are defined as common stock 
equivalents in the proportion market value of common bears 
to pertinent exercise (conversion) values and income to 
common stock is adjusted accordingly. 

This method stands with the pro forma category and 
generates a primary EPS which does not articulate with the 
reported financial statements. When market value of 
common exceeds exercise value, pro forma treatment of 
deferred equity as common stock equivalent is surely 
pertinent to investor interpretations of EPS. The graduated 
adjustment prevents trigger reclassifications of common 
stock equivalents and reversals thereof with movements of 
common stock market value. 

However, market-exercise parity is far from a necessary 
and sufficient condition for assurance of eventual issue of the 
common stock or its imminence, especially for options and 
warrants. Moreover, the Bierman-Liu test is exceedingly 
conservative, since the major proportion of all common stock 
issuable under deferred equity securities would be treated 
as common stock equivalents at time of issue and there- 
after. Market/Exercise (conversion) price ratios are set near 
to parity at time of issue and catastrophic drops in market 
price would be necessary to reduce the pro forma CSE to a 
low proportion of the total issuable. Many conceivable 
conditions could keep deferred equity overhanging just by 
maintaining for it some marginal advantage over the 
equivalent common stock. 
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option privilege. Such a transaction is in and of itself 
neutral in effect on equity in terms of the current con- 
ditions. 

(3) Dilutive Exchange: The corporation receives no 
cash and issues additional shares in fulfilment of the 
option privilege as the incentive for the prior anti- 
dilutive exchange. 

Cin a realised basis each exchange is perdei as 
transacted. On an unrealised basis, the question of the 
accrual of asset and obligation arises. While the dis- 
closure of the counter-dilutive exchange is useful, 
the more important issue is the treatment of the 
dilutive exchange and the point at which it should be 
reccgnised on the books. The same theoretical criteria 
as apply for recognising a loss in asset value apply to 
reccgnising an increase in liability value. The liability 
to issue the incentive equity emerges and is measur- 
able at the time when market price of the common 
rises above theoptionexercise price. At aminimum the 
liability is to issue the shares of equity and should be so 
stated in common stock equivalents until legal issue is 
realised. 

At a more controversial level the liability can be 
stated in dollars of equity capital and be created by 
charging retained earnings to capitalise the unrealised 
issue of stock at its market value. Capitalisation of the 
issue of deferred equity at market value on a realised 
basis has precedent in literature but is a separable 
issue, not within the scope of this paper. 

Tneunrealised dilution attributed to deferred equity 
by this theory should not be interpreted as its cumu- 
lative dilution (or anti-dilution, if successful) but the 
incremental dilution realisable during the current 
period. No precedent exists under GAAP for explicitly 
measuring and reporting the dilution (and anti- 
dilution) attributable to a financing vehicle even as 
realised and certainly not cumulatively. The anti- 
dilutive benefit of reduced senior charges due to the 
associated conversion privilege or the benefit of 
capital derived from original sale of warrants are 
realised and already impeded in the pertinent ac- 
counts. As a result, these prior realised anti-dilutive 
benefits do not enter into measuring the unrealised 
dilutive effects of issuing deferred equity. 

The contractual terms of deferred equity issues 
define an unrealised transaction and a valuation for the 
contingent issue of common stock. At present, dis- 
closure for such transactions is provided by paren- 
thetical display of the authorised shares reserved for 
such issues on the balance sheet with a footnote 
describing the terms. Because this contingent incre- 
ment in residual equity can be summarised by the 

See Welsch, Zlatkovich and White, Intermediate 


Accounting, Homewood: Irwin, 1968, pp. 687-9 and 
reference therein. 
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dollar amount of proceeds, its disclosure can meaning- 
fully be comprehended within the balance sheet by 
the account. ‘Contingent Common Stock Sub- 
scribed’. This account places the deferred equity 
within the articulated valuation accounts rather than 
merely in a parenthetical disclosure ‘short’, as the 
number of shares reserved for issue is in current 
practice. 15 

© The equity account established for the contingent 
commitment to issue stock is matched by explicit 
valuation of the corresponding asset, 'Contingent 
Stock Subscriptions Receivable’, a contra equity 
account. Its historical dollar valuation is definite by 
terms of the same deferred equity contract, which 
prescribes the proceeds due upon legal issue of the 
common stock. Offset against one another, these 
complementary accounts reduce the transaction to its 
zero net monetary effect, while providing full dis- 
closure of the contract. The familiar accounting device 
of the contra account acts as a valuation mechanism. 
Measurement of CSE is achieved by recognition that 
an historical asset, stock subscriptions receivable, has a 
current market equivalent of the number of common 
shares which its contractual dollar proceeds could cur- 
rently purchase on the market. As a resource, these 
proceeds may be allocated to the counter-dilutive re- 
purchase of common stock (treasury stock assumption, 
in the original, but incomplete conception of Opinion 
15).9 The historical cost of this potential corporate 
asset should be related to its current market equivalent 
in common shares. 

The discount from current market value of the 
proceeds due on issue of common stock under deferred 
equity contracts, which the corporation is allowing the 
deferred equity investors, represents the dilution of 
prior outstanding common equity. The number of 
common shares at market value, which are equivalent 
to this discount currently available to deferred equity 
investors, constitute the common stock equivalents for 
primary EPS calculations. To the extent there is lack of 
parity of proceeds from issue with market value of 
common stock, the corporation is allowing dilution of 
equity, Such dilution may be justified by the additional 
capital raised or senior charges reduced as a result, but 


14 Changes in terms over time present complications, but 
Opinion 15 provides reasonable conventions. See pp. 247- 
50. ‘ 
4 The stock subscription concept for disclosure of 
warrants has been suggested by William Schwartz, ‘War- 
rants — A Form of Equity CapitaP, Financial Analysts 
Journal, Sept-Oct 1970, pp. 87-101. 

16 See American Home Products Annual Report, 1969. 
The dilutive effect on EPS of the $2.00 convertible pre- 
ferred stock has been partially offset by treasury common 
stock, At зг December 1969, 3,186,078 common shares 
were issuable and 2,484,644 shares were held as treasury 
stock, 
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these advantages to date are already taken into account 
and the offsetting disadvantage should be recognised 
when and if indicated by objective market evidence. 

Though unrealised, the rules of conservatism and of 
full disclosure require reporting this change in valua- 
tion of the contingent stock subscription asset meas- 
ured as its current value in common stock equivalents. 
Most deferred equities are issued with the stock sub- 
scription receivable at a premium in CSE, which is 
anti-dilutive. Only when a discount emerges with 
dilutive effect should the CSE enter into EPS calcula- 
tions as in AICPA Opinion 15. Again, there is a degree 
of approximation and certain conventions that go 
into determination of market value per share (average 
for the period). 


C. Historical income measurement under GAAP main- 
tained for primary EPS( S) 

Under the stock subscription method the stockholders' 
equity section of the balance provides full disclosure of 
the deferred equity overhang and the basis for deter- 
mining common stock equivalents to calculate primary 
EPS(S). At the same time no pro forma alteration of the 
net income to common is necessary for EPS(S). Since 
there is no reclassification of debt or preferred stock as 
common stock, no parallel adjustment of senior charges 
is necessary. Since proceeds from exercise are entirely 
devoted to counter-dilutive repurchase of common 
stock, no adjustments of financial income and ex- 
pense are necessary. Unlike AICPA Opinion 15, this 
theoretical structure need place no limit on the 
possibility of repurchase of common stock issuable 
under deferred equity except that of the proceeds 
available to do so. 

The reduction in EPS(S) for dilution represents the 
earnings reallocated to shares issuable without contri- 
bution of capital equal to the current present value of 
' those earnings as measured by the market. Upon 
legal issue of deferred equity this reduction of EPS is 
commingled with that reduction attributable to the 
issue of shares for which the market value contribution 
of capital is received. The periodic reduction of EPS 
by new legal issues of common at market value repre- 
sents a necessary report of events, which accounting 
theory has never suggested should be anticipated or 
smoothed out. The reduction of EPS for the total 
issue of common stock reflects two causal factors, the 
increase in shares issued at market value and the in- 
crease in shares issued as the incentive previously 
. contracted under the deferred equity. The balance 
sheet equity accounts then aggregate these financing 
transactions and carry them forward along with the 
innumerable others standing on the books in the degree 
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of detail considered adequate disclosure by account- 
ants.!? 

In summary, since the corporate financial structure 
is dependent on the market values of its common stock 
by the terms of deferred equity contracts entered into 
by the corporation with investors, those market values 
otherwise excluded from the accounts become rele- 
vant to the corporate entity because of the contract 
and measurable because of their verifiability by object- 
iveevidence. 


3. Mathematical model of dilution 

as a function of historical variables 
In order to determine what dilution net of the counter- 
dilutive stock subscription account would be, a 
mathematica! model of its measurement should be 
formulated. A distinct advantage of this method is that 
such a formulation is deterministic and expresses 
either the EPS(S) or equity dilution as a function of 
only two variables. The sensitivity of percentage 
dilution to changes in these variables can then be 
examined to project its impact on reporting and the 
validity of the disclosure relative to the underlying 
conditions, 

Mathematical expression of EPS (15) dilution 
following AICPA Opinion 15 involves adjusting both 
the net income and common shares in many different 
ways. Opinion 15 lacks both the simplicity and the 
generality to be useful. In spite of its stated prag- 
matic objectives, the AICPA method is both complex 
and predictive so that accountants would have to 
undertake massive empirical research even to identify 
its consequences.!9 

The following formulation is drawn up in relative 
terms to eliminate corporate earnings as a variable. 
Each ratio employed below must be precisely defined 
and interpreted. (The fractions represented are later 
discussed in the percentage form more familiar in in- 
vestment analysis.) The dominant mathematical 
resultis: 

Dilution of each class of deferred equity and of EPS 

can be expressed in relative terms of the current 

market discount available to the deferred equity and 


7! See P. H. Knutson, ‘Income Distribution: the Key to 
Earnings Per Share’, Accounting Review, January 1970, 
pp. 55-68, for a proposal to distinguish the process of in- 
come determination and distribution. This concept has a 
distinguished theoretical lineage, but represents a broader 
critique of GAAP than is attempted in this paper. 

18 The following derivation of EPS dilution (based on 
ex post observation of verifiable historical evidence) should 
be contrasted with statistical research necessary to justify 
the ex ante classification of convertibles as CSE by pre- 
dictive test at original issuance under Opinion 15. There, 
the varying proportionate effects of income adjustments 
(for the senior charges eliminated or for the proceeds from 
exercise invested) block projections of EPS dilution with 
any degree of generality. 
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of the overhang of common shares issuable on exer- 

cise (conversion). 
The more precisely expressed equations below en- 
able a corporation with a particular overhang of 
deferred equity to project what its EPS(S) ditution will 
be at various levels of common share market price 
relative to the prices stipulated for issue. An investor 
can do the same. Definitions and derivations follow. 


A, Relationship of contractual provisions, market prices, 
common stock equivalents and percentage dilution under 
the counterdilutive stock subscription model. 


Definition of Terms — Variables in relative terms are in 
lower case. 


Fer Specific Class of Deferred Equity (Subscripted). 
C,—Exercise (conversion or option) price at 
which common is to be issued. 
ci— Ci/Ci— 1. Express С, the exercise price, 
relative to itself. | 

Ма == Market price of common at average for the 

period. 
пи==М Сл. Express Mı as market price rela- 
tiveto Ci. 

Am;—m;—ci—(M;— Ci))/C;. Express increase in 
market price relative to exercise price, 
usually termed ‘premium’ in financial 
publications. | 

Маупи=(М,— Сој Ми. Express market discount of 
exercise price below parity relative to 
current market price, where Mc. 

R;— Number of common shares reserved for 
issue as deferred equity. 

An=R,/N. Express quantity common shares 
reserved for deferred equity relative to 
common shares outstanding. . 

S,—Number of common stock equivalents 
imputed to specific deferred equity for 
calculation of EPS(S). 

si=S./N. Number of common stock equiva- 
lents for specific deferred equity relative 
to common shares outstanding. 


For АП Classes of Deferred Equity 

N-Number of common shares outstanding 
prior to issue of deferred equity. 

п=1. Express N as common share quantity- 
relative base. 
k 

5=>8,. k—Number of classes of deferred 
equity, where та > ел, Sum the S4. 
k 

s—Zsi. Sum the s; on relative basis. 
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E-— Earnings to common for current period. 

d—(EPS(L)—EPS(S)/EPS(L) Relative 
dilution of EPS(S), as prescribed by stock 
subscription model, to EPS(L) based on 
legal outstanding shares. Я 


(1) Si—Ri—RiC/M,if M C. 
Derive CSE ss exercisable shares minus 
shares repurchasable with proceeds for 
specific deferred equity from stock sub- 
scription method. 


s—-[(RM—RO)/M]/N 
|. R(M—C)JM. 
ON 
Assume only one deferred equity, S=s, to 
simplify without summation. Eliminate sub- 
scripts. Express CSE as fraction of legal shares 
outstanding. 


(2) 


(3) s-An(m—c)[m- An Am/m, if Am>o. 


Reformulate on relative basis. Divide by C. 


Am 
ias tos 
Since m=Am-+c and c=1, m сап be 


eliminated to express CSE dilution. 


d= [i sx ] / Е 

М S+NJ/ К. 
Formulate d—[EPS(L)—EPS(S)]/EPS(L) 
for total deferred equity to express overall 


EPS dilution. 


(4) 


(5) 


d==1—1/(1+-S/N) 
s=[—1/(1-+8). 
Note E drops out of computation under this 
formulation. 


(6) 


d-s/(1 9). 
Simplify to one issue of deferred equity. 


(7) 


Pant An) 


Substitute equation (3) for s to express the 
EPS dilution attributable to deferred equity. 


(8) 


Illustration of Calculating Dilutive Effects 


(1) Assume An==-33; Am=1; m=Am-++c=1+1=2 


w The Opinion 15 treasury stock method also cor- 


responds to this formula. CSE are computed ‘as if the 
options and warrants were exercised . . . and the funds 
obtained thereby were used to purchase common stock at 
the average market price during the period’, p. 230. 
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d—3C33)/(1 (33) 166/1:166— 143 
==14:3% Dilution . 
Gi) Assume An=1; Am=-33; m=Am-+c=:33+1 
=1'33 Ў 
afa 30) asas 
=20% Dilution 





Even if the reader does not agree that the stock sub- 
scription or counter-dilution method should be the 
sole criterion for determining primary EPS dilution, 
this derivation provides a useful analysis of the 
‘treasury stock method’ applied to warrants and 
options in AICPA Opinion 15. In general, dilution can 
be formulated in a familiar mathematical function to 
determine its limit as CSE increase. d has 1 as a limit, 
as s goes to infinity. 


lim 5 
s—>œ 1-++8 


where s Pn, (3); and. — 


(9) 


=I, 


> 30. 


Thus, if s—1 (that is, common stock equivalents 
under the stock subscription model equal legal shares) 
then EPS dilution is 50 per cent, and so forth. Similarly, 
s from (4) exhibits a definite pattern: 


lim Am 


(ro) Am--co РА = 


An, 


Sae а =$, 


I--Ám 
The limit of s is An as Am goes to infinity. 


The maximum CSE must be the number of shares 
overhanging, but only if market price of the common 
goes to infinity. As a result, increases in CSE and d are 
more responsive to increases in An than Am, since 
increases in An are not dampened by inclusion in 
both numerator and denominator as increases in Am 
are. 

After rearranging the terms, it is evident that the 
counter-dilutive stock subscription method measures 
a fraction dilution of EPS(S), which is equal to the 
fraction dilution of stockholders’ wealth measured by 
the counterdilutive market test: 


Am An 
m--Am An’. 


Se eee LI 
^ t+Am+Am An 
Reinterpret equation (8) in terms of dilution 


(11) d=—_,—__ if Am> 0. 
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of market valuation per share by algebraic 

simplification. 
Here the numerator represents the stockholder wealth 
drawn off by the deferred equity at a discount from 
market price. The denominator represents the wealth 
of the legal common shareholder if it were allocated 
the increased proceeds attributable to issue of the 
overhang of the deferred equity at current market 
price instead of exercise price. The quotient repre- 
sents the discount realisable by the deferred equity 
investor. The usefulness of the counter-dilutive 
stock repurchase measurement of percentage dilution 
of EPS(S) is that it is consistent with that for dilution 
of stockholder wealth. 

In this formulation, it becomes apparent that per- 
centage dilution of wealth is computed on an ex- 
panding base, as the market price of the common 
increases. The percentage dilution of shareholder 
wealth attributable to deferred equity is dampened by 
the prerequisite of an increase in market price for all 
stockholders in order for the market price equivalent 
of the deferred equity to increase. This mathematical 
relationship does not prevent one class of investor 
benefiting or suffering relative to another from the 
financing terms entered into by the corporation. How- 
ever, the deferred equity contract is based on increases 
in market price of the common; the new stockholder 
does not gain until all do. 


B. Impact of the counter-dilutive stock subscription 
method on reporting EPS(S) 

The generalised model of EPS dilution on the stock 
subscription basis can be presented graphically to 
show its interrelationships with the two key financial 
variables, An, the relative increase in common shares 
attributable to deferred equity issues and Am, the 
relative excess of market price over conversion (or 
exercise) price of common. A particular level of D, 
dilution of EPS(S), can be traced to these combina- 
tions of the two independent variables which generate 
such dilution under the formulations presented above. 
See Figure x. 

The empirical evidence of the range of percentage 
common shares reserved for deferred equity to shares 
outstanding (An) used by corporations in their 
financial structure has been surveyed to determine 
representative values for analysis. 'The average 
dilution of common shares outstanding (not EPS) for 
companies with deferred equity runs about ro per cent. 


*0 The formula for dilution requires the relative discount 
available to the deferred equity, which can be calculated 
from the ‘premium’ variable. That is, the discount is 
Am/(1+ Am). 
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zs Equity and EPS(S) dilution under the counter dilutive stock subscription model as a 
function of market price and overhanging shares of common stock 
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Glen Alden is an example of extreme dilution at 88:5 
per cent in 1967.** As for Am, one source estimates 
conversion takes place when the excess of market price 
over conversion price reaches about 20 per cent.?? The 
level at which options and warrants are exercised is 
much more uncertain. Corporations commonly cannot 
force exercise as expeditiously as they can conversion, 
thoughterms vary. 

AICPA Opinion 15 has defined the range of material 
dilution under which it considers the treasury stock 
method common equivalents to be applicable for war- 
rants and options: overall dilution must exceed 3 per 
cent and warrant-option dilution cannot exceed 16:67 
per cent? Of course, public reporting must be 
primarily oriented to reporting fully the exceptional 
case, but if these levels of the variables are repre- 
sentative, the stock subscription method does not 
generate ‘material’ (by AICPA Opinion 15) dilution 
of EPS in the run of the mill case. See Figure x. The 
materiality limits of EPS(S) dilution are not exceeded, 

ifAn== 5 per centand Am<161-78 per cent, 

if An=ropercentand Am< 44:72 per cent, 

if An=15 per centand Am< 25:95 per cent, 

if An==20 per centand Ат< 18:27 per cent, 

if An==30 per centand Am< 11°48 per cent. 

The ‘average’ corporation with то per cent share 
dilution (An) could allow its common stock’s increase 
of market over conversion (exercise) price (Am) to rise 
quite substantially, nearly 45 per cent, without a 
‘material’ dilution of EPS and equity.™ 

Fully disclosed, the future commitments to issue 
common stock in a complex financial structure may not 
be misleading to the investor but rather make explicit 
the prospective expansion of capital necessary to 
finance any growing corporation. . The periodic 
dampening of increases of EPS, which would eventu- 
ally result from the periodic issues of additional 
common stock, are only implicit in simple financial 
structures, Thus, the absence of contingent commit- 
ments to issue common stock may be the source of 
even more liberal and illusory extrapolations of EPS 





*1 Lerner and Auster report that for companies reporting 
diluted EPS in 1967 on the compustat tape, average 
dilution of shares outstanding was 9 per cent for 164 com- 
panies. See Eugene M. Lerner and Rolf Auster. ‘Does the 
Market Discount Potential Dilution’, Financial Analysts 
Journal, July-August 1969, pp. 118-21. Ronald Lease in 
research at Purdue University analysed the Compustat 
data and found 262 companies reporting deferred equity in 
1968 with average dilution of shares outstanding of 10°31 


per cent. 

з The market price at which conversion takes place by 
call or forced conversion as a function of the common 
dividend to convertible interest ratio is a management 
decision, once market price exceeds the conversion price. 
Empirically, conversions have taken place at roughly a 
.20 per cent premium of market over conversion price. See 
Eugene F. Brigham, ‘An Analysis of Convertible Deben- 
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growth than their presence, bowever complex an 
analytical problem they force upon managers and in- 
vestors. The use of deferred equity reduces uncertainty 
88 to prospective changes in financing by limiting and 
defining the options and can aid in investment analy- 
sis. Deferred equity has acceptance in capitalising 
earnings prospects and hedging financial structure. It 


_ is fair to say the objective of accounting should be full 


disclosure and not penalising the use of deferred equity 
instruments by unfavourable reporting effects. 


4. Summary: equity dilution in 
financial reporting 

Attesting to the legal EPS calculation represents a 
response by auditors to the demand for more measure- 
ments useful to investors. However, attesting to EPS 
dilution represents a substantial enlargement of this 
heretofore routine computation to encompass un- 
realised events. 'To oppose such an enlargement would 
be neither responsive nor forward looking, since tbe 
pressure to expand the attest function is intense and 
conducive to advancing accounting's contributions to 
economic welfare. The problem is to maintain logical 
and valid enlargements, which are compatible with the 
existing structure of theory and which do not have un- 
intended consequences and encourage treating predic- 
tive data as historical дата. 

Drawing on a device employed in APB Opinion 15 
for reporting on warrants and options, this paper's 
recommendation would expand and theoretically re- 
orient the ‘treasury stock method" to determining the 
common stock equivalents of all types of deferred 
equity securities for primary EPS reports. The 
counter-dilutive effect of the proceeds of deferred 
equity would be reinterpreted from the pro forma 
treasury stock asset to the ‘historical’ common stock 
subscriptions receivable asset (contra equity). Any 
lack of parity of the counter-dilutive proceeds from 
contingent stock subscriptions receivable with the 
current market value of the common stock to be issued 
constitutes dilution. The common stock equivalents of 


tures’, The Journal of Finance, March 1966, PP. 35-54. 


E Any dilution over 16:67 per cent is figured in a more 
conservative way with income from proceeds of exercise 
not already applied under the treasury stock method added 
to earnings and those additional shares issuable treated as 
common stock equivalents. See AICPA Opinion 15, pp. 
221 and 232. Note that applying treasury stock method to 
20 per cent cf outstanding shares results in 16:67 per cent 
dilution. 

з‹ Those firms which exceed 16:67 per cent dilution treat 
the excess under AICPA Opinion 15 by the ‘as if stock 
issued and proceeds invested", EPS (15) dilution measure- 
ment, a more hypothetical disclosure. To illustrate the 
conditions under which this switch takes place, note these 
requirements: if An=4o per cent and Am> Ioo per cent; 
if An=70 per cent and Am 40 per cent; if An- 120 per 
cent and Am-»20 per cent. See Figure r. 
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the discount from market available to the deferred 
security holder measures the extent of the dilution of 
the existing stockholder's equity at the current date. 
The CSE should then be added to legal shares issued 
for computation of the primary EPS reported. 

The accounting theory behind this paper shows that 
this device has implicit in it the GAAP principles of 
asset and equity valuation, income determination, and 
their articulation, which would return the reporting of 
equity and primary earnings per share (EPS) to GAAP 
fundamentals and to an historical, not pro forma basis. 
In conjunction with a pro forma maximum equity EPS, 
whereby all deferred equity is treated as CSE without 
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assumption of counter-dilutive repurchases of stock 
but with pro forma adjustment of income, the recom- 
mendations here would provide more explicit, intu- 
itively comprehended accounting disclosure. · 

Historical accounting avoids predictive, ‘trigger’ 
criteria with significant announcement effects based on 
unverified statistical relationships, such as are im- 
peded in the AICPA Opinion 15 test for dilution from 
overhanging convertibles. The current low level of the 
market (1970) is a timely and ironic reminder that 
classifications of deferred equity at time of issue in 
prediction of ultimate disposition can be of varying 
reliability. PR 
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Objectivity and the ACCOUNTING Profession 


M. J. Mumford 


‘An important feature of the historical cost basis 

of preparing annual accounts is that it reduces to a 

minimum the extent to which the accounts can 

be affected by the personal opinion of those re- 
sponsible for them'.1 

This well-known quotation from the Recommenda- 
tions on Accounting Principles of the Institute of 
Chartered Accountants in England and Wales 
exemplifies the importance attached by the accounting 
profession as a whole to the need for published infor- 
mation to be ‘objective’, that is to say as free as possible 
from ‘personal opinion’. The purpose of this article 
is to discuss what interpretations may be put upon the 
meaning of the word ‘objective’ in the context, not in 
order to discover a single absolutely valid definition 
of the word, but in order to consider what ideas it 
may convey to different people. 

We can start by reminding ourselves just how 
difficult it is to decide upon what income really is. (It is 
perhaps even more difficult to define capital.) There is 
an unlimited number of ways in which to define and 
measure income, fanging from ‘cash received’, to 
Professor J. R. Hicks’ widely quoted definition of 
income as ‘the maximum value which a man can 
consume during a week, and still expect to be as well 
off at the end of the week as he was at the beginning’.? 
It seems to me eminently reasonable to believe that 
different measures are appropriate for different pur- 
poses; which implies the problem of deciding which 
measure might be best for any particular purpose. 
However, even if we can agree quite definitely on one 
measure we are likely to find that it involves some 
degree of personal opinion (for example, on how much 





1 Institute of Chartered Accountants in England and 
Wales; Recommendations on Accounting Principles: Recom- 
mendation N.15, para. 2. (Issued in London, 30 May 1952.) 

3 f. К. Hicks; Value and Capital (2nd ed.): Oxford Uni- 
versity Press, London (1948) at chapter 14, p. 172. 


ought to be provided for ‘depreciation of fixed assets"). 

Why should we be concerred to minimise the 
‘extent to which the accounts can be affected by the 
personal opinion of those responsible for them’? Is 
it because a statement, even by an expert, is never of 
value if it is merely his personal opinion – even if we. 
are certain that he is completely honest? Or is it ` 
because of the risk that the opinion will not be honest, 
ie. unbiased? Or is it simply that statements on the 
basis of opinion may differ even between experts, 
making it impossible to know bow to interpret them 
or to rely upon them? There is some justification for 
each of these doubts. The easiest way to discuss the 
problem would seem to be to put forward five possible 
definitions of the term ‘objectivity’, and then to 
consider how far each covers some aspect of the 
problem: 

(1) Objectivity means verifiabilty by means of evi- 
dence existing independently of the observer. 

(ii) Objectivity means general acceptance by com- 
petent authorities. 

(iii) Objectivity means statistical reliability. This 
means that an observation is cbjective if there is a 
high probability that any other measurement of the 
same data (by any person of equal expertise) would 
result in the same conclusions. 

(iv) Objectivity means freedam from bias. This 
definition concentrates more on the state of mind of 
the observer than on the measurement he produces. 
(v) Objectivity means consistency with the objective 
of the measurement. 

Considering each of these in turn, the first will 
strike as familiar anyone who із acquainted with the 
standard textbooks on auditing. Although it is not 
usually discussed at any length in these books, 
objectivity as a virtue is implicit from beginning to 
end, and consists of a heavy reliance upon verification 
of revenue statements and balance sheets by means of 
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appropriate documentary evidence. Reliance upon 
'external evidence clearly constitutes a valuable 
definition of objectivity, but it is to some people 
unduly narrow. It is certainly true that much of our 
conventional system is not objective in this sense. 

Tae second definition is certainly a great deal 
broader, and seems to be implied in the heavy reliance 
placed by professional bodies upon statements of 
‘recegnised’ principles and ‘generally accepted’ prac- 
tices. It really amounts to saying that what is objective 
is what is accepted by convention as being objective. 
It implies that a measure of personal opinion may well 
exist, but that every expert involved will conform to 
the egreed standards. The problem arises, of course, 
that several different results can be obtained by the 
use of different accounting measures all of which are 
‘generally accepted’. Each of these measures is 
individually ‘objective’ under this definition; yet the 
prob.em remains of how to select the appropriate one 
for the purpose in hand. 

A zecent argument of the case between definitions 
(1) and (ii) is made by R. F. Salmonson.® 

‘In (some) views of objectivity, accounting data 
exist independently of the accountant and his measure- 
ment process. While this may be appropriate for 
certain measurements (for example, the closing 
market price of a security on a given date on a given 
exchange), other measurements (such as the annual 
net income of an entity), cannot be obtained indepen- 
dently of the accountant's measurement and judgement 
processes. Objectivity is therefore more realistically 
defined as a consensus among observers, not based on 
the existence of factors external to and independent of 
those who perceive them.’ 

The objection which seems to me to weaken this 
definidon is that it does not require that bias should 
be excluded as a necessary condition for objectivity. 
Indeed, ‘general acceptance by competent authorities’ 
can mean that information is positively misleading as 
long es every authority adheres to the conventional 
procedure. (It can be argued that the conventional 
regard for conservatism in annual accounts is mis- 
leading for many purposes in just this way.) 

The third. definition concentrates on a different 
aspect of the problem. What matters, according to 
this view, is not whether the information is verifiable, 
or whether it is biased, but whether or not it can be 
relied upon as a basis for prediction and hence for 
decisicn making. This view tends to be that of the 
economist (indeed, it-is associated particularly with 
the name Milton Friedman, Professor of Economics 
at the University of Chicago). There is a great deal of 


зБ, F. Salmonson; Basic Financial Accounting Theory: 
Wadsworth Publishing Co Inc, Belmont, California (1969), 
at p. 59. 
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sense in the argument. After all, if all knowledge is to 
some extent uncertain (and nobody can be completely 
sure even that his sensory perception is infallible) 
then what matters is not so much whether a statement 
can be said to be ‘true’ as whether it can be relied upon 
as if it were true. A measure of income could be 
frankly wrong without the fact mattering as long as 
every decision made on the basis of the information 
was exactly the same as would have been the case with 
the right information. 

The objections of this line of argument are fairly 
evident. We can accept that errors do not matter much 
if they are fairly obvious, and their influence can be 
estimated reliably. The problem is that without veri- 
fiability and without confidence that bias does not 
exist, we can never be sure that one measure is in- 
correct to the same degree as another, or even that it is 
incorrect in the same aspects. Lf we know that all the 
figures in a particular set are overstated by roo it is 
simple to allow for this. If we know that the figures are 
all overstated by a given percentage this also need 
cause little trouble. But if we have reason to believe 
that some figures have been ‘adjusted’ whilst others 
have not, we require to know which ones have (and by 
how much) in order to rely upon the data. What we 
may be able to do is to examine the data to see if we 
can identify any recognisable pattern which indicates 
the bias which has been introduced; there are diffi- 
culties here, however — not least being the possibility 
that the bias itself cannot be relied upon not to alter 
in its effects as time goes by. 

The fourth definition is less concerned with the 
results than with the mental attitude of the observer. 
For an observation to be unbiased it is necessary that 
every single possible interpretation be given an equal 
chance to be considered and accepted. Bias arises as 
the result of prior learning on the part of the observer. 
То be entirely free of bias would require complete 
absence of prior knowledge of any of the relevant 
information. In the absence of this, the best hope is 
that the observer will consciously eliminate prior 
conceptions as far as he can, and as far as it prejudices 
his view of the data. 

Аз a practical] matter, however, this process can 
clearly only be carried out to a limited extent; the 
observer will exclude bias to the extent necessary for 
the purposes of the observation. This requires a 
knowledge of these purposes. _ 

Thus we arrive at the fifth definition. Objectivity 
has been stretched in meaning, perhaps beyond its 
powers. ‘Consistency with objectives’ suggests in- 
tegrity as much as objectivity. Paul E. Fertig has written 
that: "The purpose of objectivity in accounting is to 
assure the user of accounting statements that the 
statements are unbiased, and although verifiability of 
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' evidence in support of accounting medsuréments is 


,, necessary, it is not sufficient to provide this assurance. 


That is, bias can be introduced into accounting state- 
ments by the use of inappropriate measurement methods, 
judged in the light of accounting objectives, as well as by 
the'use of evidence having an insufficient degree of 
verifiability’.* This quite clearly means that dis- 
cretion has to be used in selecting data and measure- 
"ment methods, and that the exercise of that discretion 
will depend upon the purposes for which the informa- 
tion is intended.. Objectivity is thus in part at least а 
matter of the appropriateness” ‘of the measure for the 
job i in hand, 

"There is an interesting comment on the assis 
quoted from Dr Fertig, made by Peter Firmin in the 
same set of discussion papers. Firmin writes: ‘Fertig 
urges accountants to be more responsive when users 
(of “better” information) make their demands known. 
In our opinion, Fertig's conception of accounting is 
anachronistic. As we have suggested elsewhere, the 
accountant – because he should occupy a key role in 
the design and implementation of the firm’s informa- 
tion system – often is in an even better position than 
the user to know what output of information is 
“useful”.’> What this criticism does is to transfer my 
expression ‘consistency with objectives’ away from the 
objectives of the measurer and towards the objectives 
of the users of the information. 

It is the task of accountants to make measurements 
on behalf of their clients and employers. This task is 
‘objective’ to the extent that the accountant selects his 
measurement tools with a view to the information 





4 Paul E. Fertig; Current Values © Index Numbers: The 
Problem ој. objectivity (essay in R. K. Jaedicke, Ijiri, and 
Neilson (editors); Research in Accounting Measurement): 
American Accounting Association (1966), at p. 137. 

* Peter A. Firmin; Discussion in Research in 
Accounting Measurement (sce (4) above), at p. 166. 


ACCOUNTING AND BUSINESS RESEARCH 


needs implied by the stated objectives of his clients, - 
The cliënt may well not know what itiformation i is 
available or relevant, but the accountant must attempt 
to éxclude any personal opinions or preferences of his 
own from the jobs of identifying his client's objectives 


and supplying the most valuable and relevant data; 


Jt will be of the greatest. value if the information not 
only i is unbiased, but can clearly be seen to be un- 
biased. This is where the advantage of externally 
verifiable' evidence becomes obvious. 

There remains the "considerable problem of de- 
fining the objectives of the client. This may or may not 
be a practical possibility, but in any case if we want 
as broad a definition of objectivity as:the fifth, we 
must accept the need for judgement not only in the 
selection of data, and in the choice of measurement 
methods and interpretation of results, but also in the 
identification of the real objectives.® | 

We are accustomed to using historical cost as a basis 
for income measurement, augmented by certain con- 
ventions (e.g. conservatism), largely on the grounds of 
objectivity. It is certainly never maintained that this 
measure is entirely free from personal judgement. On. 
the other hand, if the broadest definition of objectivity’ ^ 
is adopted (the fifth definition) then a number of >- 
alternative measures may come within the bounds of 
acceptability. Thus accounts based on historical cost 
continue to be important for the purposes of ‘steward- 
ship’ in its narrowest sense — i.e. as a check that assets 
are not being stolen or mislaid. But for the purposes of. 
deciding upon the efficient allocation of capital, current 
market prices (buying or selling) are likely to be far 
more appropriate, and, by the fifth definition above, 
no less objective. 

* See, for example, the views expressed in: Morton 
Backer; Accounting Theory and Multiple Reporting Objec- 
tives (essay In Morton Backer (editor), Modern Accounting 
Theory): Prentice-Hall Inc, Englewood Cliffs, NJ (1966). 
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The Role of the Auditor i in.Modern Society: 


Ап“ Exploratory 1 


r 


David Flint 


«It is now 75 years since the memorable and much 


quoted remark of Lord Justice Lopes in the Kingston 
Cotton Mill! case: ‘An auditor is not bound to be a 
detective . . . he is a watchdog, but not a bloodhound.’ 
` Whatever may have been the case in 1896 the 
inherent philosophy of such an approach is entirely 
irrelevant to the needs of today. It is passive and pro- 


E .tective with some hint of reserved power to be 
7 brought into play if sufficiently provoked. What is 
` ' needed in auditing is something dynamic, a critical, 


penetrating, enquiring attitude of mind, and a deep 
conviction of a vital social purpose. In some respects 
this last aspect is the most important. The practice of 
auditing cannot evolve satisfactorily in a changing 
world if it is not conceived and exercised in the con- 
text of a social philosophy of audit and accountability. 

There is an urgent need for clearer understanding 
of what that social philosophy is because at the present 
time the audit function is under challenge. Auditors 
for what they conceive to be their duty and for how 
they discharge that duty are under even greater public 
challenge. This is a matter which is serious and funda- 
mental The public are right to question and to 
challenge. Matters of public interest are at issue. It 


- fails to measure up to the problem, or to appreciate 


the nature of the challenge, Тог. auditors to retreat 
behind the defence that the public really do not 
understand what auditors do or for what they take 
responsibility ; or for auditors to deplore the ignorance 
and intolerance of the public in the context of the 
growing volume and size of claims for damages and 
the prospect of criminal prosecution for negligence. 
There may indeed be a need for better communi- 
cation, better understanding, better public relations 
and some institutional action should be taken to deal 
with this. However, the really critical social issue is 
what should be the concern of the modern audit. 
What is the role of the auditor in modern society? Is 


! In re Kingston Cotton Mill Co Ltd (1896), 2 Ch. 279. 


the present responsibility – however onerous — the 
right one in the context of the society of the 1970s 
and prospectively of the last quarter of the twentieth 
century? There is no evidence that this issue is the 
subject of serious consideration and research. 

It is true that audit practice has changed and is 
changing; new methods and techniques are being 
developed and used; auditing standards have been 
raised. Yet, how can it be determined if they are 
adequate until it is certain that the objective they are 
designed to achieve is right. Against what criteria can 
the adequacy of practice be judged in the absence of a 
basic philosophy. The theoretical basis of the audit 
function has received little attention in the past and 
yet it is an evolving function reacting to social change 
and need. The doubt and uncertainty of the public 
about the audit function and suspicion as to its 
inadequacy in terms of satisfying a social need is 
almost mirrored by the lack of comprehension by 
auditors of the wider relevance of what they do and of 
the underlying nature of the public disquiet. This is 
not intended to criticise the integrity and com- 
petence of professional auditors. Far from it. Without 
doubt, the immediate and explicit objects of any 
audit are well understood and it is not the purpose of 
this paper to elaborate on them. However, these 
objectives must not be seen as an end in themselves 
but as a means only of fulfilling the audit function in 
the particular social institution and it is to this that 
the auditor should address his attention. 

The terms of reference of any audit can only 
imperfectly convey the principle of the audit and it 
js this which should determine practice. The Com- 
panies Acts, the Nationalised Industries Acts, the 
Savings Banks Acts, the Building Societies Acts, the 
Friendly Societies Acts, etc. do not set out why there 
has to be an audit; they specify very little about what 
is required in the audit. There is a widespread accept- 
ance that audit has some well understood meaning 
and significance. Yet, professional literature does not 
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attempt to explain the social function and the con- 
ceptual principles of audit. For example, explanations 
from the statements of the professional bodies read – 
"The term “audit” as used throughout this study 
refers to an auditor's examination — performed 
without restriction by management as to scope — 
of the basic, general purpose financial statements 
of business conducted in corporate form.’ 
“The principal function of the auditor is to express 
a professional opinion on the financial statements 
of his client.’ (Accountants International Study 
Group)? 
‘The purpose of the work of the auditors is to 
enable them to express an opinion as to whether 
the accounts presented to the members show a 
true and fair view.’ (Institute of Chartered 
Accountants in England and Wales}? 
‘The objective of the ordinary examination of 
financial statements by the independent auditor is 
the expression of an opinion on the fairness with 
which they present financial position and results of 
operations.’ (American Institute of Certified Public 
Accountants) 
and, from a selection of the leading texts — 
‘The object of a modern audit . . . has as its 
ultimate sim the verification of the financial 
position disclosed by the balance sheet and the 
profit and loss account of the undertaking.'5 
"The object of an audit is to ensure that the accounts 
on which the auditor is reporting show a true and 
fair view and аге not misleading.’ 
‘An audit is an examination of accounting records 
undertaken with a view to establishing whether they 
correctly and completely reflect the transactions to 
which they purport to relate." | 
"This representative selection is clear on the immediate 
objectives but goes no further and does not help in an 
enquiry as to the underlying purpose of these objec- 
tives. These objectives must be set in some wider 
social context and it is this which must be sought. 
*Without audit, no accountability ; without account- 
ability, no control; and if there is no control, where is 
the seat of power' states Professor W. J. M. Mac- 
kenzie? and this looks more like a pointer to the social 


* Accountants International Study Group The Indepen- 
dent Auditor’s Reporting Standards in Three Nations, para 7. 

* The Institute of Chartered Accountants in England and 
Wales, General Principles of Auditing, p. 6. 

* American Institute of Certified Public Accountants, 
Auditing Standards and Procedures, p. 9. 

5 Practical Auditing, Spicer and Pegler, 15th Edition, 
1969, p. 2. 

* Manual of Auditing, VRV Cooper, 2nd Edition, 1969, 


X. 

? Auditing, L. R. Dicksee, 18th Edition, 1969, p. I. 

* The Accountability and Audit of БГ. 
Normanton, Foreword, p. vii. 
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framework of the audit function. 


Accountability 

Admittedly the comment is made in relation to 
government but it is equally apposite in other social 
institutions, in business, finance, social and other 
services. The powers of directors, managers, ad- 
ministrators, governors — whatever may be the name . 
of those entrusted with decision making authority in 

these diverse institutions — is not absolute. The power 

is granted and is exercised at the behest of some 

other group which society has placed in this superior 

position, generally with the force and sanction of law. 

Directors, managers and administrators have this duty 

of accountability, a duty to demonstrate the quality 

of their performance within th2 constraints of the 

limited responsibility which has been entrusted to 

them. It is-in this context that society has conceived 

the audit function whereby the performance of, and 

the account of their performance, submitted by the 

directors, managers, etc. may be subject to some 

scrutiny on behalf of those to "whom the directors, 

managers, etc. are accountable. The starting point: 
therefore is to establish what degree of accountability 

is required. For this purpose it is not too important 

to establish where the law stands — or is thought to 

stand – at the moment. The position is taken that the 

law is the creature of society and may be enacted to 

give sanction to what society has determined to be 

desirable or to what has on some criteria been deter- 

mined by legislators to be desirable, in the best 

interests of society. The issue under examination is 

the role of the auditor in modern society as it is 

emerging and evolving to meet the social needs of 

society. Nor is it relevant to this study to consider 

whether the role as so conceived could be filled by 

those who are educated and trained by reference to 

present professional requirements. Education and 

training have to be developed to meet the need — as 

has been done in the past and is being done, for . 
example, in relation to computers. 

Although society has increasingly concerned itself 
with, for example, conditions cf work and employ- 
ment, with qualities and standards and with amenity 
and public interest, has legislated in these areas, and 
has made institutions accountable for their actions it 
is only in relation to financial a£airs that the concept 
of accountability subject to audit has developed – and 
an analysis of the character of this accountability 
shows that it is not a fixed but an evolving concept. 
At an early stage, at the time of the growth of corpora- 
tions with limited liability from the middle of the 
nineteenth century, particularly with the increasing 
incidence of separation of management and capital, 
the primary need was seen to be honesty and regu- 
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larity in financial affairs. Indicative of the general 
nature of accountability in business carried on by 
limited companies was the nature of periodic account 
required – a balance sheet only – and the standard or 
quality of reporting required — ‘a true and correct 
view’. It was not until 1929 that a profit and loss 
account was required — the details of it were not 
specified and it was not required to be embraced in 
the audit report. Not until 1948, was there specified 
in some detail the information required to be pre- 
sented in the balance sheet and the profit and loss 
acccunt and at the same time the standard or quality 
of reporting required was revised to ‘a true and fair 
view". 

These dates and others which can be quoted over 
100 years when different matters of accounting were 
specified in statute are merely milestones recognising 
what was an evolutionary change in society’s concept 
of accountability in limited companies. The earlier 
requirement for honesty and regularity, demonstrated 
by a balance sheet giving a true and correct view, was 


_ not too concerned with profit measurement provided 


the profit was not over-stated to the possible prejudice 
of creditors’ interests and provided it was not mis- 
appropriated to the prejudice of shareholders. How- 
ever, progressive social change over a century has 
resulted in considerable change. The increased size 
and complexity of business units, the development of 
a class of professional managers with little or no stake 
in the capital, greater sophistication in the techniques 
and practices of management, much more informed 
scrutiny and review of business performance and 
accounts have been the principal factors contributing 
to the development of a wider and more demanding 
interpretation of what management were accounting 
for. The influence of economists and others in the 
direction of affairs, accompanied by an understanding 
of the economic significance for society of the 
policies and decisions of major national and inter- 


» national business groupings has resulted in much 


greater interest in the efficient utilisation of resources 
and accordingly in the quality of managerial per- 
formance. Over the period profit came to be recog- 
nised as a yardstick with which to measure 
management performance. Parallel with this develop- 
ment, as a consequence of the increasing complexity 
of business operations and of the industrial process it 
Ђесагзе recognised that even in the limited context of 
honesty and regularity, as a quality of the balance 
Sheet, ‘correct’ was too absolute for a view which was 
substantially dependent on the opinion and judgement 
of management in relation to material items. How- 
ever, when ‘fair? was introduced as the requisite 
standard in 1948 honesty and regularity were still the 
keystones of management accountability, and it was 
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in this context that their performance and their 
report were to be judged. 

Introduction of the concept of ‘fairness’ in financial 
reporting prompts some speculation on the influence 
of social values on the quality of financial accounta- 
bility and reporting. It is part of the thesis of this 
paper that the quality of accountability expected in 
business is a reflection of the ethics and standards of 
society and is the product of the attitudes of society 
to the responsibilities in respect of the exercise of 
which the accountability is due. Society's views of 
what should be expected of directors and managers 
will fashion the accountability and changes in social 
thinking will, accordingly, result in changed expecta- 
tions. There is no doubt that changes in social, 
economic and political thought over a century and a 
half have changed the quality of accountability 
expected of directors and managers. The change is 
very much greater than is implied in even the fairly 
extensive changes in specification in the statute, and 
in the movement from ‘correct’ to ‘fair’, The real 
essence of the change has not been effected by statute 
‘at all. The important change has been the evolution 
from a standard of honesty and regularity to one of 
efficient utilisation of resources. While this change 
has taken place in the quality or character of accounta- 
bility the criteria of the test of the report of accounta- 
bility have remained the same — truth and fairness in 
presentation — i.e. the matters of which the truth and 
fairness is in issue have changed. 

From a test of what was true and correct in relation 
to honest intromission, the character of the report 
revealing the quality of the accountability in business 
has developed, through what was a true and fair view 
of the resources in respect of which honest intro- 
mission was required, to what is a true and fair view 
of what is required to be presented to investing 
shareholders to meet information needs — not only 
in relation to honesty and regularity of management, 
but in relation also to efficiency of management in the 
allocation, utilisation and control of resources, as a 
basis of decision, not so much on directors’ appoint- 
ments and dividend distribution, although these still 
apply, but as a basis of decision on investment. 

The implications of this for the auditor are clear. 
'The function in its basic concept is unchanged but 
the demands of the function have changed immensely 
and the social significance of the function has changed 
from being one of mainly private concern to being one 
of considerable public concern. Since the auditor is 
the expert scrutineer with the responsibility of en- . 
suring that the quality of management accountability 
is maintained and demonstrated he must understand 
and keep abreast of the evolutionary changes in the 
quality of accountability that is required. 


ago 


'The fact that the audit function does change and 
adapt to the views of society can be verified from the 
professional texts. In 1896 detection of errors seems 
to have been the primary objective. 
*An Audit, to be effectual, that is, to enable the 
auditor to certify as to the accuracy of the accounts 
presented, may for practical purposes be divided 
into three parts, namely, to guard against, 
1. Errors of omission; 
2. Errors of commission; and 
3. Errors of principle.’® 
However, by 1919, the detection of fraud ranks more 
significantly. 
“The object of an audit may be said to be threefold 
I. The detection of fraud. 
2. The detection of technical errors. 
3. The detection of errors of principle. 
On account of its intrinsic importance the detection 
of fraud is clearly entitled to be considered an 
“object” in itself, although it will be obvious that 
it can only be concealed by the commission of a 
· technical error, or of an error of principle. It will be 
appropriate therefore to combine the search after 
fraud with search for technical and fundamental 
errors; but it can never be too strongly insisted that 
the auditor may find fraud concealed under any 
item that he is called upon to verify. His research 
for fraud should therefore be unwearying and 
constant.’20 
and by 1969 both fraud and error have been relegated 
to subordinate importance. 
“The main object of an audit is to give a report on 
the view presented by the accounts and statement 
prepared by the client (and his staff), in accordance 
with the terms of the auditor’s appointment. Al- 
though of great importance, detection of fraud and 
error must be regarded as incidental to this main 
object. 
This current view was confirmed by James C. 
Stewart writing in 1956 
‘I take the main objective of an. audit to be to 
enable the auditor to express an opinion for the 
guidance and protection of proprietors; the detec- 
tion and prevention.of fraud or error may be 
incidental results of the audit but are not, in my 
opinion, objectives in themselves." 
and by John А. Stewart in 1958 
"The prevention and detection of error and fraud 


з Auditors: Their Duties and Responsibilities, F. W. Pixley 
7th Edition, 1896, p. 437. 

10 Auditing, L, R. Dicksee, 11th Edition, 1919, p. 7. 

п Practical Auditing, Spicer and Pegler, 15th Edition, 
1969, p. 3. 

u ‘Current Auditing Problems: Some Reflections and 
Queries’, J. C. Stewart, The Accountants Magazine, 
Vol. LXI, 1957, p. 217. 
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is not regarded as a primary purpose of the audit.’ 


Fraud and errors 

Reassuring as this view may be to the auditor there 
are good grounds for asking if society so readily 
accepts it or if in the event of having to decide the 
issue the courts might see it quite so clearly. 
Admittedly it is a question of emphasis and relative 
importance. 

This emphasises the importance of developing a 
concept of what it is that the ethics and standards and 
social philosophy of society shape as the kind of 
accountability which is expected, and, through audit, 
exacted of directors and managers and others. 

Within the context of the accountability so con- 
ceived society is entitled to expect to be advised, as a 
result of audit, if in any respect performance has 
fallen short. | 

It is not disputed that it is the responsibility of 
directors, managers, etc. to protect the business or 
organisation against error, fraud and defalcation; and 
that an auditor cannot and has never been expected to 
guarantee accounting and accounts. However, it seems · 
likely that the public concept of the audit function 
would include an expectation that the auditor should, 
at least, take explicit responsibility and say that, on 
the basis of his examination, there is a probability (to 
be qualified and preferably quantified) that error, 
fraud and defalcation have not remained undetected. 

Criticism of the audit and of auditors at the present 
time largely begs the question of honesty and regu- 
larity. Auditors are regarded as honest, competent 
and of integrity but misguided. This may well be 
implicitly a tribute either to the general integrity of 
directors, managers, etc. or to the effectiveness of the 
audit in that regard. Yet it is a dangerous subordina- 
tion of the importance of detection of fraud and error. 
It fosters a complacent attitude of mind which is 
totally inappropriate. Another of the dicta which 
should be jettisoned immediately – not because it is 
wholly untrue but because of the attitude of mind it 
engenders ~ is again attributed to Lord Justice Lopes 
in the Kingston Cotton МІШ“ case. 

*Auditors must not be made liable for not tracking 

out ingenious and carefully laid schemes of fraud 

where there is nothing to arouse their suspicion...’ 
It is too passive. Society is entitled to expect from the 
auditor an imaginative, penetrating, enquiring attitude 
which is alert to the opportunities for irregularity in 
the particular circumstances; not solely waiting, how- 
ever diligently, for the event which arouses suspicion. 


‘Auditing Methods and Responsibilities’, John A. 
Stewart, The Accountants Magasine, Vol. LXIII, 1959, 


p. 15. 
M In re Kingston Cotton Mill Co Ltd (1896), 2 Ch, 279. 
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, Feirness and the public interest 
Hcwever, even more demanding than this traditional 
responsibility is the role of the auditor as the guardian 
of the elusive quality of fairness in the presentation ofa 
financial reportof business, Without legislative change, 
society's interpretation of the application of fairness 
has changed over 25 years, moving with the change 
in what society regards as the nature of accountability 
of business directors and managers. 

What has been insufficiently recognised is that the 
change in the nature of accountability obliges directors 
anc managers to communicate not only information 
which demonstrates the quality of their performance, 
but, in addition, adequate information for the various 
recognised decisions of the shareholders to whom the 
information is addressed. However hard and con- 
scientiously managers may try to meet this require- 
ment, society has cast the auditor in the role of 
judzing whether it is good enough. The auditor is 
the one person with sufficient knowledge of all the 
facts and circumstances, with the professional com- 
petence which gives an appreciation of the issues 
involved and an understanding of what communica- 
tior can be achieved, who is required to exercise 
independent judgement and to say, measured against 
society's requirements as a report to shareholders, 
this financial report gives a true and fair view. 

A financial report prepared by the directors with 
complete integrity, presenting what they believe to 
be a true and fair view, may not give a true and fair 
view, in the opinion of the auditor, not because the 
directors are at fault, but solely because their involve- 
mert prevents them from seeing the position dis- 
passionately. 

Perhaps the most difficult point to comprehend is 
that the view which is true and fair is not and cannot 
be defined by the statute. On its own, satisfaction of 
the formal requirements of the statute is not an ade- 
quate test of true and fair presentation. The direc- 
torial or managerial responsibility is to think in terms 
of the duty of accountability and to make the report 
which discharges that duty. Тће auditor through his 
skill in accounts and his knowledge of business and 
finance must be thinking of ways in which mis- 
understanding, misrepresentation or confusion could 
be caused not necessarily by dishonesty or error or 
fraud, although he obviously must consider these, 
but through the use or misuse of the processes of 
accounting. The scope for this is large in the com- 
plexities of industrial processing, of distribution and 
of financial relationship. 

It is not sufficient for the auditor to wait for a clue. 
Nor is it sufficient for the auditor to act solely within 
wha: he conceives to be his legal liability. The 
ultimate test is the public interest — not a set of club 
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rules which auditors may work out for themselves to 
make life less intolerable. It is the degree of pene- 
tration and perception which the auditor is able to 
and prepared to apply in his examination and in his 
assessment of the truth and fairness of management’s 
report, which is at issue. The issue which is at stake 
is not the quantum of the disclosure but the relevance 
and quality of what is in fact presented. 


Social responsibilities of business 
A further factor which must be taken into account is 
that society’s view as to the social responsibilities of 
business are changing and the emerging changes will 
have an impact on the pattern of financial accounta- 
bility and consequently on the auditor’s role. Al- 
though the legal framework of business based on the 
social thinking of the nineteenth century still gives 
prior place in accountability to the providers of 
capital there is now increasing acceptance that there 
is a major responsibility to employees and to the 
community — perhaps also to customers — as to how 
the business is managed and its policies directed. 
While there are inevitably financial constraints and 
the standards of efficient financial management are 
increasingly rigorous these have to be viewed in the 
context not solely of profitable operation for the 
benefit of capital but rather of efficient operation for 
the benefit of the several interests of employees, the 
community and capital — and perhaps in that order. 
This is not a trend in the UK alone – employees’ 
representation on supervisory boards in Germany 
and compulsory profit sharing in France are demon- 
strations of the same philosophy. The previous 
Government in this country was committed to a 
re-examination of ‘the whole theory and purpose of 
the limited joint stock company, the comparative 
rights and obligations of shareholders, directors, 
creditors, employees and the community as a whole’ 
and had declared its intention to provide by legisla- 
tion that trade unions could ‘obtain from employers 
certain sorts of information that are needed for 
negotiations’.1* The essential elements of the same 
philosophy were accepted by the present Government 
which stated that it considered ‘that it is an essential 
part of the successful conduct of collective bargaining 
that the employer should not unnecessarily withhold 
information about his undertaking that the trade 
union, representatives need in the course of negotia- 
tions’ and that ‘the employees of the larger employers 
should be entitled to some basic information about 
the undertaking, just as shareholders are in the case 
of public companies. The provision of this informa- 


15 President of the Board of Trade, House of Commons 


Debates, 14 February 1967, Col. 359. 
1* In Place of Strife, Command 3888, 1969. 
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tion to employees would recognise the interests which 
they have in the progress of the undertaking for 
which they work and would acknowledge its 
obligations towards them."" The means of ensuring 
this are now included in the provisions of the 
Industrial Relations Act.18 

А change in the focus of accountability dos not 
reduce but may well enhance the importance of the 
auditor's role. Insofar as the change of focus is likely, 
if anything, to add rigour to the expectations of 
managerial efficiency in financial administration, the 
social significance of the audit function is raised in 
importance. 

In a situation in which society has accepted that 
profit is one valuable yardstick of managerial per- 
formance, the next stages are not only to require 
norms against which to measure past performance, 
but to expect management to communicate on what 
basis and on what criteria decisions on future opera- 
tions are based, which will inevitably involve saying 
something about future profits, however circum- 
scribed any such figures may be. 

Society is also going to expect a level of efficiency 
and sophistication in financial administration and in 
the management of business policies which will lead 
it to expect to be disclosed by audit not solely a fair 
view of the profit which has been earned as evidence 
of management's success, of the allocation of re- 
sources and of the prospects for the future but in 
addition an opinion as to the adequacy of the bases 
on which financial decisions were taken. 

In some European countries something of this kind 
is already undertaken and it is significant that in 
current committee discussions in Europe the pro- 
posal has been made that the auditor should have the 
responsibility of saying when he recognises the signs 
of impending financial failure. In a paper in 1963 
Professor Dr Willy Minz drew attention to the 
position in Germany 'according to a decision in the 
German Federal Court the auditor is obliged to issue 
a warning if he has formed serious doubts regarding 
the firm’s economic state in the course of his audit, 
and particularly if there is a danger of some ruinous 
development. (This is the so called “duty to speak". y1? 

In addition to this extended responsibility in 
relation to management’s performance the auditor 
has to consider the special features of his role in 
relation to the report of the directors and managers 
to employees and to the community. The concept of 
fair presentation will still apply but to a different 


17 Industrial Relations Bill Consultative Document 1970, 
paras 145 and 148. 

28 Industrial Relations Act 1971, Sections 56 and 57. 

19 Record of ings European Congress of Account- 
ants, Edinburgh, 1963, p. 174. 
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report and to different information from that pre- 
sented to shareholders. This also is a challenging role 
for the auditor. 

It is not within the scope of this paper to deal with 
what is conceived as the management audit which 
involves examination and appraisal of the whole 
structure and operation of management. However, 
increasing social concern and increasing acceptance 
that management performance and accountability are 
matters of public concern rather than of solely 
private concezn are likely to lead to the introduction of 
such an audit on some regular and recurring basis. 
The terms of reference can be sufficiently separately 
distinguished and it is not a role which should be 
undertaken by the financial auditor. 


Social audit 

If would, however, be appropriate in this paper to 
make brief reference to what has been described as 
the social audit of business. This is in connection 
with the social accountability of business, to the in- 
creasing recognition of which reference has been 
made. It is suggested that this is the way by which 
the public (society) may be informed of the manner 
in which a large business with a position bordering on 
monopoly is discharging its social responsibilities in 
the field of labour relations, pricing policies and local 
interests. Matters affecting the environment and 
pollution, which are of current concern would clearly 
come within this field. This is not a duty for the 
financial auditor but the development is a further 
demonstration of the important social role which 
society recognises for the audit function ~ a system of 
oversight and inspection to safeguard standards of 
conduct in the public interest. 


Audit of public expenditure 

What has been said of audit in the context of business 
enterprise carried on within the framework of a 
limited company is of wider application. The con- 
cepts of accountability and of audit in relation to 
financial affairs are of fairly universal application. It is, 
therefore, worth noting how the same social forces 
have resulted in change in another area of major 
importance, that of public expenditure, i.e. expendi- 
ture by central or local government, both for the 
execution of government and for the provision of 
community or social services. 

As a sphere of audit this is very much older than 
business but the basic requirement of accountability 
has been essentially the same, honesty and regularity 
within the particular context of the government 
budgetary system for appropriation and control. 

However, here again the concept is under radical 
change. The quality of financial administration is 
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improving; what is required of government in ad- 
ministrative efficiency is more rigorous. Greater 
appreciation of the need for efficiency in utilisation of 
scarce resources, greater concern about the size of the 
totel resources administered by government, greater 
understanding about the impact of government 
expenditure on the economy and on individual living 
stacdards have ali made their impact. Different con- 
siderations have to be brought to bear, because, 
except in State trading operations, no product is 
being sold, there is no market test on the value of the 
activity, there is no profit yardstick on the success of 
the operation. Accordingly, along with the adoption 
of more sophisticated mathematical techniques for 
decision making and control, study of and experi- 
mertation with cost benefit analysis and output 
budgeting are being undertaken in government 
financial administration, Аз the concept of accounta- 
bility adjusts to embrace these changes audit must 
follcw, ensuring for society that the quality of 
accountability it requires is in fact achieved. The role 
of the auditor in relation to central government as 
exercised by the Exchequer and Audit Department 
under the authority and direction of the Comptroller 
and Auditor General has already developed in this 
way. In Scotland, at least, this has not yet happened 
in lccal government audit and there are grounds for 
considering that it is overdue. The continuing con- 
centration of external audit on honesty and regularity 
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is out of sympathy with the trend of the times and the 
needs of society in relation at least to the larger 
authorities.?? 


Conclusion 
Two significant features of modern society are the 
increasing concentration of economic resources in the 
control of national and international corporations and 
the increasing proportion of national income which 
is controlled and administered by the State. Both of 
these phenomena represent concentrations of power. 
In a democratic society power is not absolute and 
those who exercise it are accountable. The power 
must be exercised in the public interest and some 
system of surveillance must be operated to monitor 
the quality of the report on accountability. The 
character of accountability does not wholly lend itself 
to precise definition and is of an evolving nature 
adjusting to changes in social, political and economic 
thought and in the ethics and standards of society. 

The audit function is a critical one in ensuring 
accountability in the broadest and deepest sense; to be 
adequate for it the auditors require to be sensitive 
to and to react to changes in the public concept of 
what accountability is. This is the area of the neglected 
philosophy of auditing. 

з For further development of this see: "The Audit of 
Local Authorities', David Flint, Local Government Finance 
(October 1971). 
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Handling Working Capital 
in Discounted Cash Flow Calculations 


Hugh W. T. Kerr 


Most capital investment projects require some cash to 
support them as part of the initial outlay. It is sug- 
gested in the literature on the discounted cash flow 
techniques that an allowance for the working capital 
requirement should be included with the initial in- 
vestment when calculating the discounted yield re- 
turn or the net present value of a project, but no 
clear guidance is given as to how this allowance 
should be assessed. This article examines this prob- 
lem with special reference to agriculture where work- 
ing capital is of importance because it is often a high 
proportion of the тога] capital investment par- 
. ticularly for marginal projects. 

"Та addition to the fixed capital (defined as the in- 
vestment in assets employed over more than one 
production cycle) there is a requirement for working 


capital, which is the cash required to complete a 


single production cycle. It is locked up in the project 
until the product is sold and has to be re-invested 
again in order to continue it. The working capital 
requirement will be increased by any period of 
storage between completion and sale. Since the 
DCF technique implies that interest has to be earned 
on money only while it is invested in the project any 
allowance for working capital should be related to the 
annual average and not the peak requirement. 

A. difficulty arises in handling the working capital 
requirement in DCF calculations because it is often 
the assumption that the cash flows in and out of the 
business giving rise to the annual net cash flow! all 
take place at the end of each year. This procedure can 
be represented diagrammatically as shown below. 


Figure 1 


£ Net 
„ Cash 
Flow 


Cash 


Flow 
Out 


0 Years (4 2 3 4 


A situation where part of the cash flow out is made 
at the beginning of the year whilst the cash in-flow 


+ The net cash flow is the cash in-flow less the cash out- 
flow. 










and the remainder of the cash out-flow take place at 
the end of the year, can be handled easily by the 
normal DCF technique. That part of the annual 
expenditure made at the beginning of the year i$ 
simply entered at the beginning of the project as it 
actually occurs. The same sum will have to be paid 
out at the beginning of each year to continue. It will 
not, however, have to be spent at the end of the 
final year since the project is not being continued 
and the normal procedure is to include it in the 
terminal value? of the project. This situation is repre- 
sented diagrammatically in Fig. 2. 


Figure 2 


£ 


Required. 
to start 
project 







Required to continue project 
0 Years 1 2 3 4 


Both these patterns, however, are unlikely to be 
representative of most real situations since both the 
cash out-flows and the cash in-flows may occur con- 
tinuously or at various times throughout the year. 
Merrett and Sykes? have shown that provided the 


* The terminal value of a project is an estimate of the cash 
that would become available as a result of its discontinuance, 
і.е, through tke sale of equipment, etc., and release of work- 
ing capital locked up in the business. 

* A. J. Merrett and Alan Sykes ‘Capital Budgeting and 
Company Finance’ Longman, 1966. In this work Merrett 
and Sykes suggest net working capital should be used for 
investment appraisal and define it as: 

Current Assets (stock--debtors--cash) Jess Current 

Liabilities (creditors+bank overdraft and other short- 

term borrowings). Е 

Interest payments on the debt used to finance working 
capital are then included in the cash outflows in arriving at 
the net cash flows. If the working capital fluctuates through- 
out the year and bank loans are a high proportion of the 
total capital required, often the position in agriculture, then 
it is better to include the gross working capital requirement 
in the total capital requirement and exclude interest pay- 
ments from the cash flows, In these terms gross working 
capital is the current asset before deduction of the current 
liabilities and is equivalent to the cash required in addition 
to the fixed capital to support one cycle of production 
as defined earlier in this article. 
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cash out-flows and in-flows occur fairly evenly 
throughout the year, the conventional year end net 
cash flow gives a reasonable approximation of the 
real situation. This is because the time elapsing 
between each flow will still be one year if the cash 
flows are assumed to take place at an average position 
half way through the year. However, this is by no 
means always the case and when the flows are un- 
evenly or irregularly spaced throughout the year 
then this approximation no longer holds good 
particularly if the working capital represents a high 
proportion of the total investment. It is then difficult 
to assess the working capital requirement for dis- 
counting annually in these circumstances. 

The problem can be overcome by preparing shorter 
term cash flows — say, monthly ~ and discounting 
these using the appropriate monthly discount factors. 
'The assumption made then is that the cash flows in 
and out of the business take place at the end of each 
month instead of at the end of each year. The pay- 
ments representing working capital and the receipts 
can be shown nearer the time when they occur* so 
reducing the margin of error. 

The following example was used to test the effect 
of varying the within-year cash flow patterns and 
consequently the working capital requirement whilst 
maintaining the same annual net cash flow and the 
same fixed capital investment. The project used was a 
pig fettening enterprise with an annual throughput of 
1,680 purchased weaners for selling as baconers and 
cutters at quarterly intervals. The purchases and sales 
were then changed so as to take place at two-monthly, 
six-monthly and annual intervals whilst maintaining 
the annual net cash flow at £3,174. These altered 
patterns of cash flow no longer relate to real agri- 
cultural projects. 

Ths monthly cash flows were then discounted 





Tabla 1 
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using the appropriate monthly discount factors over 
& five-year period and writing off the fixed investment 
in buildings of £5,640 by the end of the project. The 
discounted yield returns for each of the cash flow 
patterns are shown in Table r. The different cash 
flow patterns giving rise to different working capital 
requirements create marked differences in the yield 
obtained on the total capital investment ranging from 
39:6 per cent for the shortest cycle down to only 
Io'S per cent for the annual cycle even though the 
annual net cash flow and the fixed capital investment 
are the same in each case. Тће monthly cash flows are 
shown in Appendices 1, 2, 3 and 4. 

Discounting short-period cash flows might be 
thought too cumbersome and laborious for general 
practice. If cash flows are to be discounted annually, 
an allowance for working capital has to be entered at 
the beginning of the project (year 0) and the question 
then arises as to how it should be assessed. Four 
methods were used.to arrive at the working capital 
requirement for each of the four cash flow patterns 
previously discounted monthly: 

(1) the initial working capital only (Le. for the first 

batch of animals) ; 

(2) the peak requirement for a single production 

cycle; 

(3) the average requirement for a single production 

cycle; 

(4) the annual average of the negative monthly 

cumulative balances (obtained from the monthly 

cash flow statements shown in Appendices т, 2, 3 

and 4). 

The first method assumes that the cash out-flows, 
representing the working capital other than the initial 
outlay, and the cash in-flows occur smoothly through- 
out the year. The second method assumes that the 


Discounted yield returns discounting monthly and annually different cash flows patterns 


Cash flow 
pattern 


Discounting 
monthly 
Initial working 
capital only 


' (Method 1) 
36-2 
28-5 
23-4 
15-5 


Two-monthly 
Four-monthly 
Six-monthly 
Annual 


4 In this article it is assumed that the cash flows in and 
out of the business correspond with the movement of the 
physical assets. Of course this is not true in practice. How- 
ever, cash flow statements can be related to the movements 
of cash and it is often possible to reduce the working capital 
requirement by altering the pattern of payments. If delayed 





` Percentage return 
Discounting annually А 


Peak requirement 
for single 
production cycle 


Average require- 
ment for single 
production cycle 


Annual average of 
negative monthly 
cumulative 
balances 
(Method 4) 

35-1 

24:8 

18:4 

10:5 


(Method 2) 
25-4 


(Method 3) 
29-5 


16:9 
12:8 
7:0 


21:4 
16:6 
9:6 


payments are due to a constant and reliable pattern of 
trading for which no interest is charged then it is legitimate 
to reduce the working capital requirement accordingly. But 
if they are unlikely to be a regular feature it is safer to 
relate the cash payments to the movement of the assets. 
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total cash out-flow is locked up in the project over the 
whole period of the production cycle, whereas the 
third uses the average of this sum. The annual 
average of the negative monthly cumulative balances 
is used in the final method as representing the short- 
term investment in the project on which a return has 
to be earned. . 

The allowances for the working capital require- 


Table 2 
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ment assessed by each method (shown in Table 2) 
were included in the initial capital outlay. The cash 
flows were then discounted annually over a five-year 
period writing off the fixed capital investment as 
before, to arrive at the discounted yield returns which 
are shown in Table 1 beside those obtained by dis- 
counting monthly. 


Allowances for working capital used in annual discounting calculations 


Initial working Peak requirement 


capital only 


(Method 1) 
Cash flow pattern £ 
Two-monthly 
initial working capital only 1,659 
Allowance for remainder — 


Four-monthly 
Initial working capital only 3,318 
Allowance for remainder — 


Six-monthly 
Initial working capital only 4,977 
Allowance for remainder — 


Annual 
Initial working capital only 9,954 
Allowances for remainder -— 


production cycle 


Annual average of 
negative monthly 
cumulative 
balances 
(Method 4) 

£ 


Average require- 
ment for single 
production cycle 


for single 


(Method 2) 
£ 


(Method 3) 
£ 


1,659 
2,642 


1,659 
1,321 


1,659 
198 


3,318 
5,284 


3,318 
2,642 


3,318 
1,254 


4,977 
7,926 


4,977 
3,963 


4,977 
2,608 


9,954 
15,852 


9,964 
7,928 


9,954 
7.265 


Note: Fixed capital of £5,640 for bulldings written off over five-year period charged in each example In addition to 


above sums. 


Discussion 

Compared with discounting monthly, discounting 
annually using the initial working capital only and 
making no further allowance (Method 1) gives re- 
turns which are inconsistent and generally over- 
‘estimated. Using the total cash requirement for one 
production cycle (Method 2) gives lower returns since 
this procedure implies that the working capital require- 
ment is locked up in the project for the whole period. 
However, if the cash out-flows occur throughout the 
production cycle this is not so, and averaging this cash 
requirement (Method 3) gives returns closer to those 
obtained by the monthly discounting method. 

The annual average of the negative monthly cum- 
ulative balances (Method 4) gives answers which are 
close to those obtained by monthly discounting. They 
are consistently lower and the ratio of the two could 





be expressed as a function in terms of time. However, 
short period cash flows have to be prepared to find 
the monthly cumulative balances, and it is not difficult 
to discount these, particularly if computer facilities 
are available. In any case it is often important to draw 
up short period cash flow statements for other reasons 
when assessing a capital investment project. 

When the cash flows in and out of the business are 
irregular and uneven it is, therefore, safer to discount 
short period cash flows over its whole life when 
assessing the worthwhileness of a project. As a com- 
promise, especially when the anticipated life of the 
project is lang, short period cash flows could be dis- 
counted for the first year or two since these carry the 
most weight in the calculation and the remaining 
years discounted annually. 
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Accounting reform: standardisation, 
stabilisation, or segregation? 


R. A. Rayman 


Introduction 

In May 1952, the Council ofthe Institute of Chartered 
Accountants in England and Wales issued Recom- 
mendation N 15 to the effect that accounts prepared 
on the conventional basis are not necessarily suitable 
for purposes such as price fixing, wage negotiations, or 
taxation, or even for the determination of distri- 
butable profits. Various remedies have been suggested. 
They include proposals for standardising accounting 
procedures, for stabilising accounts in terms of 
current purchasing power, and even for abandoning 
the accrualbasis of accounting altogether in favour of a 
cash flow system. The purpose of this paper* is first 
of all to consider these alternative proposals and then 
to present the case for a segregated system of funds 
and value accounting. 


The Conventional System of 
Accounting 

Under the conventional system of accounting, in- 
puts into the productive process are recorded at cost 
price when they are purchased. Outputs are recorded 
at selling price when they are eventually sold. In the 
intervening period, as input goes through the process 
of conversion into output, accounting records are 
normally kept on the basis of historic cost. When àn 
asset is used, the cost of the used portion is charged in 
the profit and loss account as an expense, and the cost 
of any unused remainder is carried forward in the 
balance sheet as an asset. The problem is to determine 
which costs should be regarded as “used up’ and which 
costs should be regarded as ‘left over’. Because of the 
diversity of business situations, some discretion is 
allowed in making the crucial distinction between 
capital and revenue. The price of this flexibility, 
however, is what appears to be a multiplicity of 


m———————— Y 

* Based on a paper presented at the 1971 Week-End 
School of the Association of Certified Accountants at St 
John's College, Cambridge. 


generally accepted accounting principles. Conse- 
quently, conventional accounting reports are partly a 
reflection of the events of the accounting period and 
partly a reflection of the choice of accounting pro- 
cedure.! 


Uniformity — the right solution for the wrong problem 

If the current problems of accounting are identified 
with theapparent multiplicity of accounting principles, 
the logical solution is uniformity. The problem, how- 
ever, is not merely that accounts can give a different 
reflection of the same events when the accounting 
procedures are different, it is that accounts can give a 
different reflection of the same events when the 
accounting procedures are exact y the same.” 

Many of the problems of accounting arise because 
the necessity for up-to-date information dictates the 
division of the life of the firm into arbitrary accounting 
periods which do not necessarly coincide with the 
cycle of the firm's operations. If all inputs into the 


1 The discretion allowed in treating expenditure (e.g. on 
manufacturing overheads, on research and development, on 
the acquisition of fixed assets and irventories, etc.) either as 
capital or as revenue, is a major cause of the arbitrary nature 
of the conventional methods of income determination. It 
does not, however, interfere with the audit function of 
accounting for stewardship, where che monetary figures are 
significant not so much for their wa sake but rather as 
symbols of the underlying physical reality. See ‘Is Double 
Entry really necessary?’ Accountancy, October 1970. 

* See K. MacNeal, "What's Wrong with Accounting?’ 
The Nation (New York), 7-14 October 1939, reprinted in 
W. T. Baxter and S. Davidson, Stuctes in Accounting Theory, 
London: Sweet and Maxwell, 1962, pp. 56—69. Consistent 
application of the realisation principle, for example, may 
produce an inconsistent result (as in the first set of balance 
sheets in Table 1 below). Nevertheless, the view is still held 
that ‘all of this arises . . . because management usually has a 
choice of many alternative ways of -neasuring and reporting 
financial data’ and that ‘the root of the problem lies in the 
wide range of choice open to management in the selection of 
accounting principles’. [E. Stamp and C. Marley, Accounting 
Principles and the City Code, London: Butterworths, 1970, 
pp. 130, 131.] 
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productive process were converted into output and 
sold within a single accounting period, there would be 
no problem. The only asset on the balance sheet 
would be cash. Business, however, is a continuous 
process. At the end of an accounting period there are 
normally significant amounts. of input st various 
stages of conversion into output.? They include all 
the assets in the conventional balance sheet. As these 
assets ‘in progress’ have as much claim to be regarded 
as outputs of the productive process as the outputs 
which have actually been sold, they cannot be ignored. 
If accounts are required at the end of the accounting 
period, monetary values have to be attached. In spite 
of the practical difficulties of stock valuation, de- 
preciation and overhead allocation, it is the fact of 
asset valuation which creates problems for accountants 
rather than the method. For the admission of asset 
valuations into the accounts represents a departure 
from the simple recording of transactions which have 
actually taken place. 

As the value: of an asset depends on its future 
returns, asset valuations are in the nature of estimates, 
even though there may be no explicit intention on the 
part of the accountant to make forecasts. For example, 
the balance sheet value of an asset may be simply a 
statement of its invoice cost. The fact that the valuation 
can be confirmed or denied by subsequent events, 
however, gives it the character of an estimate de 
facto. This is implicit in tbe use of hindsight in cases 
where facts about a previous accounting period come 
to light after the accounts have been published. If the 
amounts are small enough, they are tucked away in the 
current year's accounts, If the amounts happen to be 
too large, the previous year's accounts have to be 
reopened. 'The difference between an accounting 
adjustment and a financial scandal is therefore one of 
degree rather than of principle.* 

As a result of the incorporation of asset valuations 
into the conventional system of accounting, the 
validity of published financial information is dependent 


3 See L. Goldberg, An Inquiry into the Nature of Account- 
ing, American Accounting Association, 1965, ch. 8. 

* Occasionally the estimation of value is intentional, even 
though conventional balance sheets are not valuation state- 
ments (Institute of Chartered Accountants in England and 
Wales, Recommendations on Accounting Principles, N 18, 
S. 4). The convention of conservatism, by which assets are 
not to be stated on the balance sheet at more than their 
‘value’, is a reason for the frequent departure from a strict 
cost basis of valuation. Hence, fixed assets are written down 
to their going concern value and current assets are written 
down to their current market value. 

**The main damage from the present system does not 
stem from the few companies... where things go spectacu- 
larly wrong. The real worry concerns the many companies 
where, unspectacularly, things merely go less than right. 
[A ua for capitalism’, The Economist, 29 August 1970, 
P. 9 
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upon the outcome of future events. The problem is 
therefore not so much a multiplicity of accounting 
principles as a multiplicity of possible outcomes. The 
case for uniformity is unanswerable, where the under- 
lying circumstances are also uniform. Without perfect 
foresight, however, there is no way of ascertaining - 
what the underlying circumstances are. Accounting 
procedures can be standardised, but the earning 
capacity of assets cannot? Аз long as published 
accounts can be invalidated by unforeseen events, 
uniformity is not an adequate remedy. Those who 
advocate the standardisation of accounting procedures 
have therefore failed to answer the problem they set 
out to solve, and it may be reasonable to conclude that 
uniformity is the right solution for the wrong problem. 


Stabilised Accounting — the right solution for a 

different problem 

Accounting for changes in the price level is a separate 
problem which arises from the use of money as the 
unit of account, To compare revenues and expenses 
in a profit and loss account or to draw up a list of 
assets and equities in a balance sheet, when the indi- 
vidual items may be expressed in money at different 
dates, has been likened to an attempt to add and 
subtract amounts which are expressed in different 
currencies.? 

Some of the proposals for accounting for price level 
changes are examined by means of the illustration in 
Table x. Tweedledum and Tweedledee are dealers in 
widgets. (Widgets are homogeneous articles with 
identical physical characteristics.) Tweedledum makes 
three sales, whereas ‘Tweedledee fails to make any 
sales at all. The question is, what profit have they 
made? 

The conventional answer, in terms of cash, is that 
Tweedledum has made a profit of £30, but that 
Tweedledee has made no profit at all. This is illus- 
trated in the first set of balance sheets. There are two 
objections. The first is that, if Tweedledum with- 
draws the paper profit of £30, he cannot remain in the 


6 “The root of the problem lies in the fact that the assess- 
ment of profit of a going concern...calls largely for’ 
commercial judgement in evaluating the outcome of 
transactions not yet completed.’ [Sir R. G. Leach, "Ihe 
President Answers Back’, Accountancy, October 1969, 
PP. ау ] 

'The depreciation of a fixed asset, for example, is a 
function not only of its physical characteristics but also of 
the capacity of the organisation to produce and market its 
product. If, as a result, fixed assets with identical physical 
Characteristics have unequal economic lives, uniform rates 
of depreciation are clearly inappropriate. Before the 
economic life has come to an end, however, it is impossible 
without the aid of perfect foresight to determine what rate of 
depreciation is appropriate. 

a This is a common point of departure for many of the 
proposals for stabilising accounts. 
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TABLE 1 














A price level problem 


On 1 January, Tweedledum commences business with £100 cash. 
He completes the following transactions: 


1 January Purchases one widget for £100 31 January Sells one widget for £110 
1 February Purchases one widget for £110 28 February Sells one widget for £120 
1 March Purchases one widget for £120 31 March Sells one widget for £130 


On 1 January, Tweedledee also commences business with £100 cash by purchasing one widget for £100. Tweedie- 
dee, however, fails to make any sales. 

At 31 March, the General Price Index stands at 118 (1 January 100); the Specific (Widget) Price Index stands at 
130 (1 January«100). 5 






1. Conventional Balance Sheets at 31 March (In terms of cash) 
Tweedledum Tweedledee 


£ £ £ £ 
Capital 100 Cash 130 Capital 100 Stock (at cost) 100 
Profit "30 Profit 0 


130 130 100 100 





2. Balance Sheets at 31 March (in terms of current purchasing power) 


















Tweedledum Tweedledea 

. срр срр срр срр 
Capital 118 Cash 130 Capital 118 Stock (at cost) 118 
Profit 12 Profit 0 


130 130 118 118 





3. Balance Sheets at 31 March (In terms of physical assets) 


Tweedledum Tweedledee 
widgets widgets widgets widgets 
Capital 1 Cash 1 Capital 1 Stock (at cost) 1 
Profit 0 Profit . 0 
1 1 1 1 


— translated into money (in terms of replacement cost) 





Tweedledum Tweedledee 





Capital 130 Cash 130 Capital 130 Stock (at cost) 130 
Profit 0 Profit 0 






4. Stabilised Balance Sheets at 31 March (in terms of current cost) 
Tweedledum Tweedledea У 


£ £ Е Е Е 
Сарна! 118 Cash 130 Capital 118 Stock (at cost) 130 
Real Holding Gain 12 Real Holding Gain 12 


- Current Operating Profit 0 Current Operating Profit 0 





widget business. In that case, it is debatable whether words ‘stock at cost’. It would still show a profit of 
‘profit’ is an appropriate description for the £30. The £30 compared with Tweedledee's profit of nothing. 
second is that, if Tweedledum had replaced the widget The underlying circumstances are the same, but the 
at the end of March, he would have begun the period accounts present different pictures, in spite of the 
with {100 in cash and ended the period with one fact that the accounting procedures are the same in 
widget - which is precisely what Tweedledee has done. both cases. What is more, Tweedledum is liable to pay 
Yet the only change in Tweedledum’s balance sheet tax. y 

would be the replacement of the word ‘cash’ by the It has therefore been suggested that accounts 
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should be kept in units of constant purchasing power, 
on the lines of the second set of balance sheets in 
Table 1. Again the same objections apply, though to a 
lesser extent. If Tweedledum withdraws the pur- 
chasing power profit of £12, he is still unable to re- 
main in the widget business. If he replaces the widget, 
he still shows a profit compared with Tweedledee and 
is liable to pay tax on it, even though their circum- 


. Stances are exactly the same. 


To meet these objections, it has been suggested that 
accounts should be kept not in terms of the power to 
purchase goods and services in general but in terms of 
the power to purchase the specific goods and services 
used by the firm in particular, ie. in terms of its 


. physical assets. This approach is illustrated in the 


third set of balance sheets. The translation of the 
physical balance sheet into monetary terms demon- 
strates that this is what lies behind the replacement 
cost philosophy and explains the use of the relevant 
specific price indices as opposed to the general price 
index. The previous objections are now met: (a) there 
are no paper profits, and (5) if Tweedledum replaces 
the widget, his accounts will show exactly the same as 
Tweedledee’s. On the other hand, replacement cost 
accounting rests on the assumption of an intention 
not merely to remain in business but also to remain in 
the same line of business. If 'Tweedledum decides to 


. withdraw the money and retire, his ability to buy £12 


worth more of goods and services than he could at the 
beginning of the period is not revealed by accounting 
on the basis of replacement cost. 

A more sophisticated method of stabilising accounts 
involves splitting the conventional accounting profit 
into two components — current operating profit, on the 
one hand, and holding gains, on the other.? A variation 
of this approach is illustrated in the fourth set of 
balance зћее 10 The restatement of capital in terms 
of general purchasing power indicates how much the 
investors require if they are to receive back their 


? See E. O. Edwards and P. W. Bell, The Theory and 
Measurement of Business Income, Berkeley and Los Angeles: 
University of California Press, 1961. Current operating 
profit is the excess of the current sales revenue, not over the 
historic cost as it was on the date that the goods were 
actually acquired, but over the current cost as it would have 
been, had the goods been acquired at the date of sale, A 
holding gain is the excess of the current cost of goods sold 
over their historic cost, i.e, the increase in cost between the 
date of acquisition and the date of sale. If prices in general 
have been rising at the same time, however, part of the 
holding gain is fictitious, in that it merely keeps pace with 
the rise in the general price level. The real holding gain is a 
measure of how far the specific assets held by the firm have 
*beaten' the general rise in prices. — - 

10 This follows the proposals put forward by Professor 
W. T. Baxter in ‘Inflation and Accounts’, Investment 
Analyst, 1962, 4, pp. 3-11; reprinted in B. V. Carsberg and 
H. C. Edey, Modern Financial Management, Harmonds- 
worth: Penguin, 1969, pp. 50-72. 
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original investment not just in terms of cash but in 
terms of real goods and services. The real holding gain 
is in the nature of a capital reserve. It is the result of 
investing in assets whose prices have risen faster than 
the general average. But it is not available for dis- 
tribution, unless the firm is willing to go out of that 
line of business. The current operating profit is the 
amount which can be distributed without impairing 
the physical assets of the business. 

Full stabilisation on the basis of current cost is 
perhaps the most promising of the methods of account- 
ing for changes in the level of prices, but it is not 
intended as a remedy for the problems of asset valua- 
tion. During periods of inflation, stabilisation may 
aggravate those problems; because asset valuations are 
incorporated at current cost rather than at historic cost, 
and the scope for discretion becomes even wider. 
Stabilisation is therefore the right solution but for a , 
different problem. 


Cash Flow Accounting — the wrong solution for the 
right problem 

If the current problems of accounting are identified 
with the incorporation of asset valuations into con- 
ventional accounting reports, replacement of the 
accrual basis of accounting by a cash flow system is not 
a logical solution. 

The argument betrays a fundamental misconcep- 
tion about the nature of accrual accounting. Accrual 
accounting recognises both cash and credit trans- 
actions. ‘Accruals’ include two fundamentally dif- 
ferent types of balance. First, there are balances of 
debtors and creditors representing claims which have 
arisen as a result of transactions which have actually 
taken place. Secondly, there are balances representing 
asset valuations which depend on events which have 
not yet occurred. If those balances which represent 
outstanding claims are thrown away in company with 
those representing asset valuations, credit trans- 
actions are omitted. In contrast to the conventional 
system which anticipates transactions which have not 
yet occurred, the cash flow system fails to include all 
of those which have actually taken place. 

As a cure for the problems of conventional account- 
ing, advocacy of a return to the cash flow basis is so 
drastic that it is in some ways more dangerous than the 
original disease. It is rather like recommending de- 
capitation as a cure for toothache. 


The Need for an Alternative 

The accuracy of conventional accounting reports is 
dependent either on perfect foresight or on complete 
hindsight. Subsequent events can invalidate the pub- 
lished figures. This is no reflection on the com- 
petence or integrity of professional accountants, but 
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it does reveal the undesirability of retaining a system 
of accounting in which tbe validity of last year's 
reports depénds upon the outcome of next year's 
events, за 


The Segregated System of Funds and 
Value Accounting 

It is possible to identify two distinct types of account- 
ing information which are relevant to the needs of 
investors.!! One is a history of the firm's past, which 
is not open to challenge by subsequent events. The 
other is an indication of the firm's potential in the 
future. Аз neither type of information is provided by 
the conventional system of accounting, perhaps there 
is a case for the segregation of funds and value, so that 
records of the past can be isolated from estimates of 
the future. 


Funds Accounting 
Under the segregated system of funds accounting, 
records are kept on the basis of the current non- 
specific claims which arise as the result of business 
transactions.’ АП transactions, credit as well as cash, 
are recorded on receipt of the appropriate voucher. 
Provisions are made in the normal way for trans- 
actions which have taken place but for which no 
voucher has been received by the end of the accounting 
period. This probably covers the majority of the 
entries in the conventional records. The difference is 
that under the segregated system prepayments, stock 
valuation, depreciation provisions, overhead alloca- 
tions, and any other asset valuations are ignored (in the 
funds accounts at least), because they are not records 
of transactions which have actually taken place. 

A funds statement drawn up on this basis presents a 
complete picture of the firm's external transactions 
and of its relations with the outside world By 


u The term ‘investor’ refers to any owner or potential 
owner of equity in the firm, and therefore includes actual or 
prospective shareholders in limited companies. 

12 The segregated system of funds accounting has been 
described in ‘An Extension of the System of Accounts: The 
Segregation of Funds and Value’, Journal of Accounting 
Research, Spring 1969, 7, pp. 53-89, and summarised in ‘Is 
Conventional Accounting Obsolete?’, Accountancy, June 
1970, pp. 422-9. It is based on the definition of funds as 
‘current non-specific claims’. Defined in this way, ‘funds’ 
describes a relationship between parties to a transaction, 
which is independent of the liquid assets or the legal 
instruments which may be the outward manifestation of that 
relationship. Funds flows can therefore occur in non-cash 
economies or as a-result of non-cash transactions, whereas 
cash flows cannot. ` 

и The funds statement can be integrated into the 
conventional system so that it articulates with the other 
accounting statements in a way which makes it possible to 
distinguish between funds transactions and asset valuations 
in the profit and loss account and balance sheet. An illustra- 
tion appears in both references given in the previous 
footnote. 
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‘contrast, the cash flow statement is a report from which 
a vital part of this picture is missing.“ The funds 
statement, however, is purely an historical record. In 
order to determine whether the record is good or bad, 
a system of accounting for value :3 necessary. 


Value Accounting 

In order to assess the value of an investment, the 
investor requires some indication of the potential of 
the resources in which he owns ос is contemplating an 
equity. A conventional balance sheet is precluded 
from this role by its very natcre. Even if it were 
possible to show each individual item at its current 
value, the balance sheet would still give an imperfect 
indication of the potential of the firm as a whole, for 
the same reason that a list of the chemical constituents 
of the human body is a poor guide to a man's per- 
sonality.!5 Successful resolution of the problems of 
asset valuation, even if it can be achieved, is not 
sufficient. For the investor is interested, not in the 
individual assets for their own sake, but in their earning 
capacity as a combination. 

The only transactions of the firm which affect 
investors directly are (a) contributions from investors 
to the firm and (b) distributions from the firm to 
investors. All other transactions are a means to this 
end. The relationship between the initial contribution 
from investcrs and the subsequent flow of distribu- 
tions to investors can be expressed in the form of a 
discounted rate of return which may be called the 
Investment Rate. The investment rate is equal to r in 
the equation 


Xt 


(tr) 


t=O 


where Xp, 1, 9,3, «+» n, is the flow of resources between 


м Тһе Radcliffe Committee has drawn attention to the 
fact that the supply of money ‘meaning by “money”... 
notes plus bank deposits . . . [is] only part of the wider 
structure of liquidity in the economy’, and to the possi- 
bilities, in a highly developed financial system, of using non- 
bank credit. [Committee on the Wcrking of the Monetary 
System, Report, London: Her Majesty's Stationery Office, 
1959, chs. 4 and 6.] 

‘Transactions which can bypass the banking system can 
also bypass a cash flow statement, but they cannot bypass a 
segregated funds statement. 

35 See L. Goldberg, op. cit., pp. 312, 312. 

The problem of valuing complementary assets by refer- 
ence to their marginal contribution is well known. The 
absence of any one asset causes the Joss of the whole of the 
joint output. See B. V. Carsberg, ‘On the Linear Pro- 

i Approach to Asset Valuation’, Journal of 
Accounting Research, Autumn 1969, 7, p. 172. 

14 In cases Like the purchase or sale of a business, where 
ап accurate assessment of future potential is regarded as 
particularly vital, balance sheet figures are often rejected in 
favour of flow projections. 
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the investor and the firm, and t denotes the time 
period. The flow may be either negative (contri- 
butions) or positive (distributions). If the firm is a 
limited company with all its issued capital fully paid, 
subsequent distributions cannot be negative. 'T'here is 
therefore no possibility of multiple solutions to the 
equation, and the investment rate is mathematically 
unique. 

To take a simplified example of two firms with a 
life of only three years, suppose that the flows from 
the investor's point of view are as follows: 


End of year: o I 2 3 
FirmA —f100.00 +f10.00 +f£10.00 +f£110.00 
FirmB -—100.00 +f10.00 +f10.00 +£146.40 


The investment rate in Firm A is ro per cent per 
annum; in Firm B it is 20 per cent per annum. ЈЕ the 
investment rate is correct, earnings are equal to the 
yield at the investment rate on capital invested, and 
capital invested is equal to the initial contribution 
from investors plus any subsequent earnings less any 
subsequent distributions." The capital and earnings 
of firms A and B are therefore calculated as in Table 
2 (with the signs reversed in accordance with the 
opposite standpoint of the firm). 

Although the distributions at the end of the first 
two years are the same in the case of both firms, Firm 
B's capital balance is higher than Firm A's on the 


1 See І. Fisher, The Nature of Capital and Income, New 
York: Macmillan, 1906, ch. 14; and K. E. Boulding, ‘The 
Theory of a Single Investment’, Quarterly Yournal of 
Economics, May 1935; 495 PP. 475-94. 


TABLE 2 
Calculation of earnings and capital 
Firm A 

Capital (brought forward) 
plus: Contributions 
plus: Earnings (10 per cent per annum) 
Jess: Distributions 


Capital (carried forward) 


Firm B 
Capital (brought forward) 
plus: Contributions 
plus: Earnings (20 per cent per annum) 


less: Distributions 


Capital (carried forward) 
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strength of the greater distribution at the end of the 
third year. At the beginning of the third year, there- 


'fore, the investment in Firm À is equivalent to a 


balance of £100.00 on which 10 per cent is receivable, 
the investment in Firm B is equivalent to a balance of 
£122.00 on which 20 per cent is receivable. 

The investment rate cannot be calculated with - 
certainty, however, until the end of the firm's life, 
when the distributions have become a matter of 
history. In the case of a going concern, the investment 
rate depends not only on the actual distributions 
which have been made in the past but also on the 
prospective distributions which are expected in the 
future. If the expectations are fulfilled, the investment 
rate will be correct. If the expectations are not ful- 
filled or if they change during the course of time, the 
investment rate has to be revised accordingly, and the 
capital and earnings of previous periods have to be 
recalculated on the basis of the revised rate. 

An illustration of the recomputation of earnings and 
capital resulting from a revision of the investment rate 
is given in Table 3 on page 306, where the flow of 
contributions and distributions between the firm and 
investors is as stated. The investment rate is estimated 
initially at 12 per cent per annum. In the fifth year the 
rate is revised to 10 per cent per annum. The earnings 
and capital of previous years have therefore to be 
recalculated at the new rate. If the accounts of the 
first four years have already been published, the 
appropriate capital adjustment is made in the pub- 
lished accounts of the fifth. 

The central position of the investment rate, as the 


7 

£ 

00.00 
+100.00 


+100.00 
+ 10.00 
— 10.00 


+100.00 


1 

£ 
00.00 +110.00 
+100.00 00.00 


+110.00 
+ 22.00 
— 10.00 


+100.00 
+ 20.00 
— 10.00 


+110.00 


+122.00 


зу 
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link between funds and value, provides a check on the 
reliability of the estimates. For, if the rate turns out to 
be incorrect, funds and value diverge. The segregated 
system of funds and value accounting is illustrated in 
Table 4. For the sake of simplicity it is assumed that 
by the end of the second period all assets are realised 


TABLE 3 
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in the form of funds. The figures in the first two 
columns of Table 4 are assumed, and the figures in all 
the other columns are derived from them. If the 
investment rate is estimated correctly, the accumula- 
tion of capital plus retained earnings is exactly equal 
to the stock of funds at the end of the second period. 


Capital adjustment as a result of revision of the investment rate 


Published accounts 
Year 1 

£ . 

Capital (brought forward) 


plus: Contributions +100.00 


+100.00 +100.00 4-150.00 +150.00 


Capital Adjustment 


plus; Earnings (current estimate) 
less: Distributions 


Capital (carried forward) 


Revised computation 
Capital (brought forward) 


plus: Contributions +100.00 


+ 12.00 + 12.00 + 18.00 + 18.00 
— 12.00 — 12.00 — 18.00 — 18.00 — 248 — 15.00 


4-100.00 +100.00 +150.00 4-150.00 


2 3 4 Hevision 5 6 
£ £ £ £ £ £ 


00.00 +100.00 4-100.00 +160.00 +150.00 —150.00 +150.00 
00.00 4- 50.00 00.00 00.00 00.00 


—150.00 4-150.00 
— 11.38 — 11.38 


3-138.62 
+ 13.86 + 15.00 


+150.00 4-150.00 


00.00 + 98.00 + 95.80 +142.38 +138.62 
00.00 + 50.00 00.00 


4-100.00 + 98.00 +145.80 +142.38 


plus: Earnings (revised estimate) 
fess: Distributions 


Capital (carried forward) 


TABLE 4 


+ 10.00 + 9.80 + 14.58 + 1424 
— 12.00 — 12.00 — 18.00 — 18,00 


+ 98.00 + 95.80 +142.38 +138.62 


The segregated system of funds and value accounting 


Period 


(0) (7) (2) (3) 


Funds | Funds Net funds Funds stock| [Rate of 
flow flow flow | [Cumufa- return 
non- investors [(1)-+(2)] tion of (3)] in (2)3 


investors [given] 
[given] 


| £ f 
Distribution —80.00 +100.00 
of +30.00 — 10.00 
earnings --70.00 — 10.00 


Retention —80.00 +100.00 
of 4-30.00 00.00 
earnings +71.00 00.00 


Revision —80.00 +100.00 
of +60.00 — 20.00 
rate +39:00 00.00 


РА 


+ 20.00 00.00 +100.00 
+ 40.00 
+100.00 


+ 20.00 00.00 +100.00 
+ 50.00 
4-121.00 411.00 + 11.00 


+ 20.00 00.00  4-100.00 
+ 60.00 
4- 99.00 


VALUE 
Revenue Capital 
(4) (5) (6) (7) (8) 


Earnings Netin- Accumula- 
{(5) x (8) at vestmaent tion 
(t—7)] [(2)-++(6)] [Cumula- 
tion of (7)] 


£ £ £ £ 
--100.00 
4-100.00 
4-100.00 


+10.00 00.00 
+10.00 00.00 


4-100.00 
+110.00 
4-121.00 


+10.00 + 10.00 


--100.00 
4-100.00 
4- 99.00 


+20.00 00.00 
(32 —1.00 -—. 1.00 
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This is so in the first two cases in Table 4. In the 
third case, however, the investment rate has to be 
revised from the initial estimate of 20 per cent per 
period to the ultimately correct rate of то ре cent per 
period. 


Management and the Auditor — a question of public 
accountability 

Тће investor, who entrusts control over resources to 
management, is entitled to a statement of intention 
from management on how that control is to be exer- 
cised and to an independent report from the auditor 
on how far those intentions have been carried out. 
The segregation of funds and value follows the 
division of responsibility between the auditor and 
management. Management is responsible for the value 
reports which are based on estimates of the future. 
The auditor is responsible for the funds reports which 
are based on records of the past. If the estimates are 
not confirmed by the audited reports, management can 
be called to account. 

'The auditor is relieved of the burden of having to 
certify accounts incorporating asset valuations which 
depend on the outcome of future transactions. His 
responsibility is limited to the verification of claims 
which have arisen as a result of transactions which 
have actually taken place. Management, on the other 
hand, becomes publicly accountable for the efficient 
use of the resources under its control? If manage- 
ment's estimate of the investment rate is used as the 
basis of accounting for value, the computation of 
capital plus retained earnings is by implication 
management's valuation as a going concern of the net 
assets in which investors own the equity, and requires 
justification by reference to the earning capacity of 
those assets." If publication of the investment rate is 
accompanied by a projection for at least a year ahead 
of the estimated funds flows on which the rate is 
based, managerial performance can be monitored con- 
tinuously by comparison of the published estimates 
with the audited results. Discrepancies require an 
explanation from management. The prospect of this 
type of efficiency audit may act as a stimulus to im- 
prove managerial efficiency.*? Failure of performance 


18 For the reasons given in footnote I above, conventional 
accounts are relevant for reporting on the honesty of 
managers and employees but not for reporting on their 
efficiency. 

19 Where conventional accounts are prepared, any differ- 
ence between the balance sheet value of the firm and 
management's going concern valuation represents manage- 
ment's estimate of goodwill. 

v See L. R. Amey, The Efficiency of Business Enterprises, 
London: Allen and Unwin, 1969. The danger of manipula- 
tion is reduced by the fact that the level of achievement can 
be raised falsely only by lowering the level of aspiration, 
and vice versa. 
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to match expectations would be clearly revealed as a 
question of management and not of accounting. 


The Significance of the Investment Rate 
The investment rate does not represent the rate of 
return which the investor derives from his investment. 
That depends on the price at which he buys and the 
price at which he sells. Nor does the value of capital 
calculated on the basis of the investment rate represent 
the value of the investment to the investor." That 
depends on his assessment of and preference for the 
associated degree of risk and liquidity and also on the 
alternative opportunities available. Like the nominal 
rate of interest on a fixed interest security, the invest- 
ment rate does not indicate what the packet is worth, 
but it does at least describe what the packet contains. 
The investment rate does, however, represent the 
effective rate of return earned by management on the 
resources under its control. Publication of the ex- 
pected rate is therefore a declaration of how effectively 
management anticipates that it can use those resources. 
It is in the nature of a prospectus for the guidance of 
investors. For it is a description of the potential of the 
firm to the investor, which is expressed in the same 
terms as the return on other forms of investment.™ It 
may be that investment in the equity of business enter- 
prises is subject to a higher degree of risk than invest- 
ments in which the capital or interest are fixed by 
contract. Nevertheless, if management publishes its 
estimate of the investment rate based on the rate at 
which it expects to maintain the flow of distributions 
to investors, the investor is in a position to choose 
between alternative investments according to his 
preferences for risk and liquidity. He can decide for 
himself whether the return justifies the risk. 
Accounting is a major source of economic informa- 
tion about the activities of business organisations. If 
expectations are not fulfilled, capital resources are 
liable to be misdirected, whatever the system of 





31 For an investor whose subjective rate of time preference 
happens to be exactly equal to the investment rate, capital 
and earnings calculated on this basis are the same as capital 
and income according to the Hicksian definition (see J. R. 
Hicks, Value and Capital, Oxford: Oxford University Press, 
1939, 2nd edition 1946, ch. 14). This, however, is an 
exceptional case. Maximisation of the investment rate is not, 
therefore, a general prescription for maximising the 
satisfaction of the investor. Disclosure of the investment 
rate, on the other hand, may provide information to guide 
the investor in maximising his satisfaction in accordance 
with his subjective preferences — in particular, his time 
preference, and his attitude to and assessment of risk and 
uncertainty. 

” Publication of the investment rate would therefore 
make the return on investment in the equity of business 
enterprises comparable with the return on investment in 
banks, building societies, national savings, government 
securities, local authority and industrial loans, etc. 
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accounting. If, on the other hand, expectations are 
fulfilled, the investment rate is an exact description of 
the effective rate of return earned by management on 
the resources invested in the firm, whereas the 
accounting return is not.? Yet the segregated system 
contains nothing that is not either explicit or implicit 
in the conventional system.** It merely disentangles 
estimates of value from records of transactions. 
Nevertheless there are advantages which may be 
expected to follow from the segregation of funds and 
value. They are a clearer division of responsibility 
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between management and the auditor and an increase 
in thé relevance of accounting information for allo- 
cating resources between business firms. 


9? Even if the accountant is gifted with sufficient foresight 
to implement the conventional systerr. without the need for 
retrospective adjustments, the accounting return still 
depends on the arbitrary allocation of expenditure between 
capital and revenue. In the first two cases of Table 4, for 
example, the accounting return would reflect the 10 per cent 
effective rate of return only by coincidznce. 

м Тһе argument that conventional asset valuations are 
estimates by implication has been advenced above. 
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А Business Economics Foundation for | 
Accounting: The Dutch Experience 


George M. Scott 


Several articles about Dutch replacement value 
accounting and written by Dutch accountants have 
appeared in English language academic journals in 
recent years. The authors of these articles usually 
imply that Dutch accounting is highly rationalised 
and is entirely consonant with its economic and social 


environment; and that, as a consequence, it provides' 


services to companies and to society which are not 
conferred to the same degree by accounting else- 
where. Van Seventer, for example, comments that 
‘The accomplishments in the Netherlands, specifi- 
cally in income accounting theory, during the last 
forty-five years have proved that a systematic body of 
accounting theory, consistent with and specialised 
from economics, can be developed" 3 

The descriptions provided by Dutch accountants 
are consistent with respect to the discipline of 
business economics serving as the basis for Dutch 
accounting and about the merits of their approach to 
accounting. Considering this, more thorough and 
widespread consideration of Dutch accounting by 
scholars in other countries than has occurred in the 
past seems warranted. 

It is possible that the general lack of interest in and 
enthusiasm for Dutch accounting outside of the 
Netherlands is in major part because the business 
economics based Dutch accounting is so fundamen- 
tally different from other accounting that its full 
implications for the business community and society 
are not readily apparent. It is the purpose of this 
article to present the business economics approach to 
accounting as used by the Dutch and described by 
Dutch accountants, and to explore the aforemen- 
tioned iniplications. 

1 Certain of these articles are referenced at appropriate 
points in this paper. 

* A, Van Seventer, "The Continuity Postulate in the 
Dutch Theory of Income’, The International Journal of 
Accounting Education & Research, Vol. 4, No. 2, Spring 

accounting scholar 


1969, page 1. Van Seventer is a Dutch 
presently residing in the United States. 


Dutch accounting — a summary 

To contrast Dutch accounting more sharply with our 
own it is useful to begin with a brief summarisation of 
what Dutch accountants consider to be the important 
characteristics of their accounting. Dutch authors 
portray their accounting as a composite of several 
characteristics. The most important, and one which 
appears to have greatly influenced all facets of Dutch 
accounting, is that the principles of business econo- 
mics are developed and interpreted by Dutch 
accountants as practical guides for accounting and 
auditing. Purportedly, accounting and financial 
reporting practices are therefore unfettered by 
accounting conventions and are constrained only by 
the principles of business economics and by the 
Dutch auditors’ role in seeing that these principles 
are considered. The Dutch consider that use of 
replacement values derives from interpretation of the 
principles of business economics. 

The principles of business economics as a founda- 
tion for Dutch accounting also appear to account for 
another attribute — the apparent existence of a con- 
ceptual and practical rapport among the three major 
functions of Dutch accountants. Perhaps to a greater 
extent than elsewhere these three functions of external 
reporting and auditing, internal reporting, and busi- 
ness advisory services appear to bave achieved rapport 
and to have developed with about equal emphasis 
on each. | 

Another important characteristic is that Dutch 
accountants evidence a strong aversion to taxation as 
a determinant of accounting practice. As elsewhere 
Dutch fiscal authorities pay scant heed to accounting 
theory and to the probable impact of tax legislation 
on accounting practice. However, Dutch accountants 
have been persuasive in convincing companies that 
theoretically sound accounting practices should pre- 


. vail over tax-influenced accounting practices, and that 


accounting practices therefore аге not incorporated 
into formal business records if in conflict with 
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accounting theory. Perhaps partly.as a result the 
Netherlands business community considers the 
accounting function to provide extremely useful infor- 
mation on which to base operating decisions. 

In combination the characteristics outlined in the 
preceding paragraphs define an accounting structure 
and philosophy quite different from those extant 
elsewhere around the globe. Accounting in the 
United States, Canada, and most other nations, for 
example, is based more on actual business practices 
than on business economics, and accounting practice 
is highly constrained by 'generally accepted account- 
ing principles, which include the historical cost 
principle. Again, in virtually all nations except the 
Netherlands tax Jaws have a strong direct or indirect 
influence on accounting practice. In other respects 
also, as will be seen, the Dutch consider their business 
economics based accounting to be different from and 
not inferior to that of other nations. 


The years of development 
The unique nature of the Dutch approach, which 


exists in a free-enterprise economic environment rot: 


essentially unlike our own, appears to be attributable 
to two major factors. Тће first is that Dutch account- 
ing development has been primarily insular. Although 
the Netherlands Institute of Accountants (established 
in 1895) initially adopted with few changes the regula- 
tions of The Institute of Chartered Accountants in 
England and Wales, Dutch accounting has since been 
largely influenced by events and circumstances 
within the Netherlands. 

The particular accounting philosophy which ger- 
minated in the Netherlands has been the other major 
influence on Dutch accounting. In fact the present 
circumstances of Dutch accounting appear to be in 
major part attributable to the ideas and philosophy of 
one accountant-educator, the late Professor Theodore 
Limperg.? 

Limperg began his accounting career as a 21-ycar- 
old auditor in 1901, and pursued what today might be 
considered a ‘systems’ approach to accounting. That 
is, he was concerned not only with individual aspects 
of accounting, but also with ensuring that each aspect 
of accounting was conceptually linked and integrated 
with all other aspects as well as with the entire 
economic and social fabric of the Netherlands. 
Limperg’s theory encompassed not only financial 


ue C c T Á—— 
* Much of the following biographical information about 
Professor Dr Theodore Limperg is from "Theodore 
Limperg and His Theory of Values and Costs’ (Abacus, 
September 1966) by Professor Dr Abram Mey. This writer 
gratefully acknowledges information provided by corres- 
pondence with Professor Dr Mey and used throughout this 


article. From 1949 to 1961 Professor Dr Mey occupied the *. 


Chair of Professor of Managerial Economics at the Univer- 
sity of Amsterdam as successor to Professor Dr Limperg. 
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reporting and auditing, but also management infor- 
mation needs and the relationship of company 
accounting to regulation of the naziorial economy. 

With respect to auditing, Limperg.was an early 
proponent of expanding audit scope far beyond what 
was usual œ half-century ago. Limperg also believed 
in strict regulation of auditor proficiency and conduct 
and strict auditor independence so as to create confi- 
dence in audited statements, and he was instrumental 
in seeing that this view prevailed among his colleagues 
at an early stage in the Dutch profession’s develop- 
ment. Additionally, at his urging the profession began 
providing extensive advisory services to management 
in order to increase demand for audit services. 

Limperg was also an early proponent of current 
value measurements for external reporting and as a 
basis for management policy-making. He was con- 
vinced that the interests of investors and society 
necessitated auditors’ satisfying themselves that 
company financial statements indicated the position 
and performance of companies in current rather than 
historical cost terms. Limperg also considered that 
accounting in terms of historical costs was responsible, 
at least in some measure, for the severity of economic 
cycles. He argued that during inflationary periods the 
exaggerated profits shown by historical cost account- 
ing made credit for expansion тоо readily available, 
which resulted in increased over-investment and 
inflation perpetuation. 

Limperg's views on accounting did not immedia- 
tely prevail, however. His forceful pursuit of the 
goals of broadening the functions of auditing and 
using current values in accounting caused conflict 
with other leaders of the Netherlands Institute of 
Accountants. Limperg and loyal associates (many of 
whom were his former pupils) left that organisation to 
establish the rival Netherlands Accountants Associa- 
tion. Limperg's influence grew and in 1918 the two 
organisations merged with Limpergean ideas setting 
the conceptual pattern for the reorganised Nether- 
lands Institute of Accountants. Limperg’s influence 
is still pervasive in accounting in the Netherlands. 
That Dutch accounting theory seems to have few 
theoretical inconsistencies is generally acknowledged 
to be in large measure the result of his efforts. 


Business economics as a foundation 
for accounting | 

The principles of business economics serve as the 
foundation for Dutch accounting. As Van Seventer 
states this, ‘It із a fundamental premise of the 
*Amsterdam School? that the study of accounting 
should be integrated with the body of economic 
knowledge and methodology.”4 


* A. Van Seventer, op. cit., p. 4. 
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However, the business-economics on which Dutch 
accounting is based is not directly comparable to any 
discipline existirig elsewhere. Attuned closely to the 
practical world of business and management, the 
Dutch version of business economics is an integration 
of empirical micro and macro economic‘observations 
with economic theory. 

From a macro orientation the Dutch discipline 
examines the practical implications to a firm of its 
place in the entire economic and social fabric. The 
discipline also considers the effect of the actions of 
individual firms on the economy at various stages of 
the economic cycle, and on consumers and other 
members of society. 

In a micro context ‘Dutch business economics ex- 
plores the relationships between technical and econo- 


mic processes to find the effects of the acts of an 


organisation on its costs and revenues. As Van 
Seventer suggests, ‘The purchase of an asset, the sale 
of inventory items, the borrowing of money, and the 
act of technical production all carry a cause in the 
past and an implication for the future.'5 The discipline 
then considers the measurement procedures necessary 
to evaluate the efficiency of management and to pro- 
perly portray the results of the technical and 
economic process relationships. 

Business economics in the Netherlands is a com- 
posite of several branches of economic theory. One is 
the theory of cost and value under which costs are 
considered to be the required and unavoidable 
sacrifices in the production of products, Sacrifices 
measured in physical terms and stated at replacement 
value generally constitute the value of product to the 
manufacturer. Expenditures for unnecessary or 
wasted resources (including excess capacity) are not 
unavoidable costs and so have no value. Since, unlike 
American accountants, Dutch accountants consider 
themselves to be valuers, rather than chroniclers of 
historical costs, they must undertake rigorous training 
in cost and value theory. 

Related to cost and value theory in Dutch business 
economics is the theory of costs and returns which 
involves measurement of the economic efficiency of a 
firm by comparing the necessary sacrifices at each 
production centre with the economic returns to that 
centre. This comparison is considered useful to 


.. management and also provides the framework for 
^" external reporting in the Netherlands. 


Another branch of the theory considers capital 
needs of organisations and relates internal character- 
istics of firms to circumstances of the market environ- 
ment in which;firms operate. This branch is con- 


cerned with the means available:to firms to replenish, 
! emphasis of Limperg’s theory, but that Limperg’s theory 


5 A. Van Seventer, op. cit., p. 8. И тс 
* Ibid., pp. 7-10. : 
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or expand their financial capital and considers the 
relationship of financing activity to economic fluctua- 
tions. 

Also central to the business economics approach is 
organisation theory, dealing with the flows of human 
and other resources merging to produce differenti- 
ated products. The Dutch consider that industrial 
and administrative efficiency is explicable only in 
terms of the recognition and rationalisation of these 
flows. 


Dutch replacement value accounting 
The tenets of business economics have long held 
sway in Holland as the major influence on their 
accounting. Since economics is greatly concerned 
with valuation and income problems, it is natural 
that the attention of accountants in the Netherlands 
has come increasingly to concentrate on the question 
of whether or not conventional accounting methods 
of valuation and profit determination provide proper 
insight into the status of a business enterprise. From 
a premise of business economics, the Dutch consider 
that the answer can only be that current values 
(generally replacement values) provide more appro- 
priate measures of financial position, income, and 
rates of return than does historical cost accounting.” 


Replacement value theory 

Use of replacement values is a logical outgrowth of 
Dutch accountants’ business economics orientation. 
The effect of a business economics orientation in 
accounting is maintenance of invested capital in real 
as opposed to nominal (monetary) terms. Main- 
tenance of invested capital is considered necessary to 
ensure continuity of production, to assure creditors’ 
protection, and to properly evaluate and report the 
success and efficiency of firms’ operations. 

Primarily because of the economic phenomenon of 
changing prices (in general as well as for specific 
assets), the recording of transactions occurring 
between the firm and outsiders as well as within the 
firm at current values is requisite to evaluation of the 
extent of the maintenance of real capital. The use of 
replacement values to evaluate the real increase or 
decrease of capital is a process which may be charac- 
terised as follows. Assets are periodically restated to 
what the Dutch consider to be a proper value, that 
of the quantity of each of the resources composing 


7 For a general description of the differences in income 


determination between replacement value and historical 
cost accounting, see L. S. Rosen, ‘Replacement-Value 
Accounting’, The Accounting Review, January 1967, pp. 
106-113. 

8 Van Seventer (ор. cit., p. x notes that this is not the 


is consistent with the maintenance of capital. 
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the asset multiplied by its per-unit current replace- 
ment value.? In theory these assets include all fixed 
assets, finished inventory, and work in process, 
although, as will later be seen, practice does not in 
all cases conform to theory. 

Adjustments corresponding to asset restatements 
are to the capital accounts, rather than to retained 
earnings where they would be construed as holding 
gains or losses. Dutch replacement value accounting 
does not encompass the concept of holding gains in 
inventories or other assets, a concept accepted by 
many theoretical accountants and perhaps argued 
most persuasively by Edwards and Bell.!? Instead, if 
assets have remaining productive value or must be 
replaced in kind or in productive or service capacity 
in order to continue operations (as is the normal 
case), then the increased value of the asset held over 
time is not considered to be a gain but rather to be 
an adjustment to the capital account to reflect the 
increased amount of capital now necessary to maintain 
operations at their present level. In Dutch theory this 
is so whether the market value change is attributable 
to general price changes, or to a change in the value 
of the specific asset relative to other goods and 
services. ‘ 

After having restated assets (and, in consequence, 
the capital account), the restated value of the assets 
consumed in the securing of revenue of the ‘period is 
set against that revenue. This use of replacement 
values for income determination permits calculation 
of an approximation of ‘economic income’; that is, 
an income that business economics theory considers 
to be the most acceptable surrogate for the unmeasur- 
able economic income ideal derived from the concept 
of the present value of the future cash flows of the 
firm's resources. That use of replacement values is 
thought to be the most acceptable of the income 
determination alternatives stems from their use pro- 
viding a reasonable approximation of economic 
income as well as from replacement values having the 
property of usually being amenable to reasonably 
objective measurement. The use of replacement 


» Some writers sympathetic to current values question 
the propriety of stating assets at their replacement value, 
which is an ‘entrance value’. For example, Chambers 
advocates ‘cash equivalents’, which are ‘exit values’ in the 
nature of market resale prices. Raymond J, Chambers, 
Accounting, Evaluation and Economic Behavior (Englewood 
Cliffs: Prentice-Hall, Inc., 1966). 


10 Edgar O, Edwards and Philip W. Bell, The Theory. 


and Measurement of Business Income (Berkeley: University 
of California Press, 1961). » 

и For accounting purposes, Dutch economic income is 
"Ihe income which may be spent without trespassing on 
the capital of the business, which is the source of income’. 
A. Goudeket, ‘Fluctuating Price Levels in Relation to 
Accounts’, Proceedings of the Sixth International Congress 
of Accountants, London, 1952, p. 74. 
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values ensures that current costs (including deprecia- 
tion, which is restated to a current cost basis) are 
matched to current revenues in the détermination of 
income. 

In the articulation of the financial statements 
income so determined increments (decrements) total 
capital as an increase (decrease) of retained earnings. 
This completes the adjustment of the capital and 
retained earnings accounts to a current basis and 
permits evaluation of whether the capital of the com- 
pany has been maintained, increased, or eroded. 
Further, the elements of total capital change have 
been separated to indicate the portion of change 
required to provide for the continuance of the enter- 
prise at its present level of operations (capital main- 
tenance), and the portion which represents the change 
brought about from successful or unsuccessful opera- 
tions. Managers and owners are then in a position to 
predicate their resource allocations and other deci- 
sions on more informed analyses. Also, directors of 
the company are more fully aware of the implications 
of dividend decisions for long-run operations and are 
in a position to make prudent analyses of the propriety 
of distributions of this nature. 

The benefits conferred by replacement value 
accounting can be seen to include not only a more 
proper determination of income and valuation of 
assets and capital, but also to extend to the many 
evaluative techniques utilising relationships which 
include one or more of these factors. As one example, 
a commonly used measure of operating efficiency and 
success is the return on total resources employed in 
the generation of revenues. This return is determined 
by finding the percentage of income to total resources, 
During periods of rising prices conventional account- 
ing severely distorts this calculation because income 
(the numerator) is overstated to the extent that older 
and lower costs are not indicative of the actual sacri- 
fices (the current cost of goods) made to generate 
current revenues, and the asset base (denominator) is 
understated by being stated at the lower historical 
costs. The net effect can be gross exaggeration of 
return on productive resources but, because of the 
interaction of the several variables (e.g. the relative 
proportions of very old and almost-current costs) the 
extent of this exaggeration in a given case is far from 
being intuitively obvious. It is fair to say that, what- 
ever the extent of exaggeration, it promotes wide- 
spread misunderstanding of profitability, and that 
this misunderstanding has both social and economic 
consequences. : 

Rurther problems are caused if assets in different 
segments of a firm are acquired at different points in 
time or if assets of the entire firm are acquired at a 
different time than are assets of another firm. To the 
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extent that this occurs comparability of profitability 
and operating efficiency, if determined according to 
conventional historical cost methods, is made difficult. 


This may cause unwise allocation by management of . 


resources within a firm or by investors of their 
resources between firms. Managers, owners, and 
other interested parties are not only unable quantita- 
tively to assess the extent and effects of this non- 
comparability but may also in varying degrees be 
unaware of the lack of comparability. They may 
therefore be unable to make even subjective adjust- 
ments to compensate for the lack of objective com- 
parability resulting from conventional accounting. 

The Dutch consider that operating efficiency is 
properly measured and comparability within and 
between firms is achieved by comparing net income 
computed on a replacement value basis with the total 
replacement value of resources employed in the 
generation of that income. This is because, to the 
Dutch, the best determination of the value of 
resources sacrificed as well as the value of total 
resources employed in the generation of revenues is 
their replacement value. 


Replacement values in practice 
Dutch accounting is unusual in that replacement 
values are commonly used in practice. However, 
Dutch accounting is unique in that the use of replace- 
ment values is considered to be the most acceptable 
accounting practice for external reporting and are 
readily attested to by Dutch auditors. Although 
replacement and other current values are occasionally 
encountered in other nations for internal and external 
reporting, it is only in the Netherlands that current 
value statements are encouraged even in periods of 
negligible inflation, and attestation of these state- 
ments is routine.? Furthermore, it is only in Dutch 
companies that current value adjustments are recorded 
in the detailed accounts to provide information for 
management at all levels, instead of having only the 
final, company-wide financial statements adjusted. 
By no means have all Dutch firms adopted current 
value accounting and reporting practices. But many 
Dutch firms (and particularly the larger firms) do use 
current values for both financial and managerial 
reporting. There are also many Dutch firms which 
apply current values to only some categories of their 


. 12 Appendices D and E of Accounting Research Study 
No. 6: Reporting the Financial Effects of Price Level Changes 
(by the Staff of the American Institute of СРАв; New 
York: AICPA 1963) examine several cases involving adjust- 
ments of financial statements for price changes. 

15 For an example of replacement value accounting used 


Application of Replacement Value Theory’, The Journal of 
Accountancy, July 1960, pp. 37-47. 
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accounts. In general, the smaller the firm the less 


likely that it will use current values throughout. 

Itcanbe ventured that, although replacement values 
probably are not presently used by the majority of 
the medium and large size Dutch companies, there is 
the likelihood that this will eventually be the case, 
since ‘replacement value theory . . . is now accepted 
by the majority of the theorists and practicing 
accountants in the Netherlands". Dutch firms using 
replacement values do so even for periods when the 
general price level does not change, since prices of 
specific assets still vary. 

In their application of replacement value theory, 
Dutch firms take the very pragmatic approach of 
substituting an estimate of replacement value if 
replacement value is not readily ascertainable. Values 
determined by specific price indexes are most fre- 
quently substituted, and individual firms often devise 
their own price indexes or other measurement 
techniques on an ad hoc basis after consultation with 
their auditors. 


External Reporting in the Netherlands 
Dutch firms, at least the larger ones, are regarded as 
among the most progressive in external financial 
reporting. The Dutch public accounting profession 
takes credit for having been very effective in showing 
Dutch companies the advantages which accrue to 
thorough and realistic disclosure of financial affairs. 
Dutch auditors and accountants appear to have 
created a pervasive, positive attitude toward account- 
ing among all elements of the business community. 
They have convinced businessmen that accounting 
is a key to sound management as well as to sound 
investment. It was in this positive spirit that a Com- 
mittee of the Netherlands Employers’ Association 
met in 1955 to establish recommended concepts and 
standards for external reporting. Van Vlerken sum- 
marises the most important of these: 
*r. Income must be specified so that return on capital 
can be assembled; 2. Assets and liabilities must be 
specified so that insight is obtained into solvency and 
liquidity; 3. Bases for valuation and income deter- 
mination must be stated, as well as changes thereto 
and their effects, and; 4. Replacement value 
accounting is strongly recommended."!5 


и A, Van Seventer, ор. cit., p. 2. 

18 Tritschler examines the methodology involved in 
construction of specific price indexes and concludes that 
‘use of the firm's own probabilistic indexes offers . 
methodological advances in accounting measurement’. 
Charles A: Tritschler, ‘Statistical Criteria for Asset Valua- 
tion by’ Specific Price Index’, The Accounting Riview, 


. January 1969, pp. 99-123. 
in Philips Gloeilampenfabrieken see А. Goudeket, ‘An `` 


.1.J. Н. M. Van Vlerken, ‘Financial Reporting in 
Holland', Canadian Chartered Accountant, November 1965, 
рр. 345-6. 
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The Committee which drew up these standards 
consisted of entrepreneurs, stock exchange experts, 
bankers, financial journalists and auditors. This 
report and a 1963 revision have influenced present 
accounting in the Netherlands even though there is 
no effective machinery to ensure compliance with the 
recommendations of the report. 

Legislation relating to financial reporting in 
Holland has always been permissive, even bordering 
on the non-existent. One result of the minimal legal 
regulation of accounting in the Netherlands is that 
even though the best of external reporting is very 
good indeed, not all firms publishing financial state- 
ments follow accounting practices which would meet 
legally prescribed minima for firms in comparable 
situations in America. Van Amerongen has com- 
mented that ‘Freedom is good for the strong, and in 
Dutch accounting they have come a long way. . . 
but that for the ‘weaker brethren’ some sort of legal 
regulation of accounting would be helpful.” 


Reporting principles 

The Dutch auditing profession has emphasised that 
accounting and external reporting be based on the 
principles of business economics which have been 
outlined in preceding sections of this article. The 
Dutch appear to have no concept that is analogous to 
‘generally accepted accounting principles’, for there 
are almost no binding Dutch accounting conventions 
other than those of double-entry and accrual account- 
ing. The Dutch lack of accounting conventions con- 
stitutes one of the fundamental differences between 
their accounting and reporting and that extant in 
other highly developed nations. 

Dutch accountants’ primary objective is to portray 
the economic significance of events. Since strictly 
defined ‘rules’ analogous to generally accepted ac- 
counting principles are not used, any portrayal is 
proper if it reflects the economic sense of events. 
There is an infinity of different economic events, 
and so there is also considerable diversity of Dutch 
reporting practices. Тће educational requirements 
for Dutch accountants and auditors, which appear to 
lay. heavy stress on training in economic theory, seem 
designed to impart to these persons the judgement 
necessary to select the accounting procedure appro- 
priate to the circumstances. 


Differences of principles 

It is interesting to compare Dutch and American 
accounting principles in certain respects and to con- 
sider the possible effects of differences on financial 
reporting and on the receptivity of American account- 
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"Е, Van Amerongen, "Dutch Accounts’, Accountancy, 
June 1963, p. 497. 
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ants.to replacement value accounting. À fundamental 
difference in application between the American and 
Dutch approaches to accounting may be inherent in 
the fact that the exercise of judgement on the part of 
American accountants is sometimes limited to the 
selection of one of perhaps several alternative 'gener- 
ally accepted accounting principles’. These principles 
need not be grounded in business economics; some 
accounting principles, such as LIFO for example, 
are generally accepted because they effect income tax 
savings. To the extent that accountants sense ac- 
counting conventions to be only arbitrary rules with 
no economic rationale, they are probably the more 
inclined to permit the adoption of whichever account- 
ing alternative portrays the most favourable results, 
irrespective of the true economic circumstances. 

The Dutch however, claim to test their judgement 
against the substantive principles of business econo- 
mics and so attempt realistically to portray economic 
events and status. Dutch accountants insist that the 
multiplicity of permissible practices does not give 
them licence to choose capriciously, but that instead 
they are professionally committed to search for or 
even devise an appropriate accounting practice for a 
particular transaction or situation. Theoretically this 
means that Dutch accounting is continually in evolu- 
tion because accountants are continually recommitted 
to analysis of changing circumstances. 

Ап apparent by-product of Dutch attempts 
to accurately portray economic reality is that Dutch 
accountants have effected a nearly complete separa- 
tion of business accounting and tax accounting. Van 
Amerongen notes that in the Netherlands ‘at an early 
stage accounting . . . did not let its development be 
hampered by the rules laid down by the tax authori- 
ties for the calculation of fiscal profit or loss'.!? This 
expurgation of tax rules from business accounting 
undoubtedly contributes to the utility of accounting 
for economic decision-making.” 

To understand Dutch accounting and financial 
reporting it is necessary to realise that, even though 
the use of replacement values is increasingly being 
accepted by the Dutch as the major tenet of their 
accounting, replacement values are in fact the result 
of an approach to accounting which rests solidly on 
business economics. The failure to see that it is from 
within a context of business economics that replace- 
ment values are logical provides an important indica- 





18 Van Amerongen, op, cit., June 1963, p. 499. 

19 Solomons reminds us that ‘many [American] com- 
panies are paying a substantial, though concealed, price for 
tax savings when, in pursuit of these savings, they adopt 
accounting methods which do not serve the needs of 
management and may even positively mislead і”. David 
Solomons, Divisional Performance: Measurement and Con- 
trol (Homewood, IIL: Richard D. Irwin, Inc., 1965), p. x. 
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- tion of why British and American accountants are 
not enthusiastic about replacement value accounting. 
They do not view business economics and replacement 
values as a possible substitute for generally accepted 
accounting principles. Rather, they view replacement 
values as possibly an additional generally accepted 
accounting principle. In this context replacement- 
values seem inconsistent and incompatible with many 
present accounting principles and with much of the 
framework of British and American accounting. 
British and American accountants' inclination to 
view accounting as a separate discipline only casually 
related to economics probably accounts for their 
tending to bé: more favourably disposed toward 
adjustments for general rather than specific price 
level changes.? General price level adjustments 
update historical costs (which are a part of their 
accounting heritage) while replacement values (speci- 
fic price level indices) constitute valuation and there- 
fore are completely alien to the ie of British 
and American accountants. 


Internal reporting 

Internal reporting is well developed in bise Dutch 
firms. The Dutch approach to internal reporting is 
also conditioned by and predicated on business econo- 
mics, for Breek tells us that ‘. . . the same economic 
principles should be applied in external as in internal 
accounting’.™! Business economics thus provides a 
conceptual link between internal and external report- 
ing that has not been developed to the same degree 
in other nations. 

One of the practical implications of this link is that 
the education and training of accountants for com- 
panies and for auditing has long been essentially the 
same in the Netherlands. Another is that replace- 
ment values are as widely used for internal as for 
external accounting. Goudeket has noted that with 
internal use of replacement values at all levels in 
Philips Gloeilampenfabrieken ‘а more appropriate 
basis for policy decisions is created and that is of 
tremendous value’.*® 


Management advisory services 
by auditors 


Since Limperg’s ideas on auditing gained in credence 


in the first quarter of this century, provision of 
advisory services to management has been one of the 


% For a discussion of the disposition of American 


пр. C. Breck, *Some Principles of Business Economics", 
The New Horizons of Accounting, Ninth International 
Congress of Accountants, Paris, 1967, p. 188. 

ЗА. Goudeket, ‘An Application of Replacement Value 
Theory’, op. cit., p. 47. 
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major functions of Dutch auditors. Never since have 
auditors thought themselves to be ethically restrained 
from this activity. Because their responsibility has 
been so broadly defined ss to include advisory вег- 
vices to management, Dutch auditors have entirely 
avoided the unfortunate circumstance of American 
auditors who only in recent years have begun to 
provide extensive advisory services to cliente. 

' Advisory services.provided as a normal part of an 
audit apparently still tend to. be broader in some 


respects in the Netherlands than in the United States. 


In addition to consulting on normal problems of 
business operation, Dutch auditors are expected to 
exercise a controlling function on behalf of manage- 
ment — a function of assuring management that data 
on which management bases decisions are accurate 
and, at the same time, of verifying that management's 
policies have in fact been carried out. 
Parenthetically, it is interesting that at a time when 
the professions of other nations are newly expanding 
into management consulting, there are indications 
that Dutch public accountants are beginning to 
delegate detailed tax consulting work to ‘independent 
tax consultants who usually are not qualified account- 
ants and whose training has been entirely different". *? 
This development is probably to be expected, since 
emphasis in the training of Dutch auditors is increas- 
ingly on business economics, which has little rele- 
vance to taxation because tax laws are based on fiscal 
and social needs rather than business economics. 
Auditors in the Netherlands are expected to be 
well-versed in management techniques. Business 
economics is a discipline essential for the develop- 
ment of these techniques as well as for other skills 
necessary for business advising. Since business 
economics is also the foundation for internal and 
external reporting there is therefore a high degree of 
overlap between the training necessary for these 
functions, for auditing, and for business advising. Tt 
seems a happy circumstance for the Dutch that the 
discipline of business economics appears to serve to 
unify and integrate all of the accounting functions in 
the Netherlands as well as to integrate these functions 
into their micro and macro economic environment. 


Conclusions 

To. attempt a definitive evaluation of the Dutch 
experience with business economics as the foundation 
for accounting on the basis of the limited information 


‘currently available in the English language would not 


be appropriate. Instead, this article has attempted to 
summarise the business economics approach to 


' accounting and to set forth the distinctive aspects of 


3 The Canadian Chartered Accountant, January 1966, 
P. 52. 
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Dutch accounting as seen by Dutch accountants. 
This portrayal is attempted primarily by synthesising 
the published views of Dutch authors. 

Dutch accounting is likely to remain something of 
an enigma to American accountants. Yet a coherent 
picture is beginning to emerge, and there is reason to 
believe that the replacement value accounting which 
many think to be the only distinctive characteristic of 
. Dutch accounting is but one manifestation of an 
impressively different organisation of accounting. 
The Dutch, by using business economics as a 
foundation, appear to have developed a cohesive and 
completely integrated accounting philosophy and 
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Footnote 
by Drs. J. W. Schoonderbeek 


Professor Scott mentions, inter alia, the recom- 
mendations of committees of the Netherlands Em- 
ployers! Association, published in 1955 and in 1962, 
with regard to standards for external reporting. 

These recommendations were in conformity with 
the insights and opinions of the Dutch accountancy 
profession. 

'They formed tbe basis for legislation on financial 
reporting, enacted by the Dutch Government in 1970. 
This Act containing statutory regulations concerning 
the annual accounts of enterprises, will apply for the 


first time to annual accounts ending 1 May 1971 and. 


later. 

The Act contains in Part I general provisions, in 
Part II further provisions concerning the balance 
sheet and explanatary notes, and in Part III further 
provisions concerning the profit and loss account and 
explanatory notes. Most important is Part I, giving the 
basic philosophy regarding the annual accounts. 
The main points are laid down in Sections 2-6: 
Section 2: 

The annual accounts provide such information that a 
sound opinion can be formed on the financial position 
and results of the enterprise and, to the extent to 
which annual accounts permit, on its solvency and 
liquidity. 

Section 3: 

1. The balance sheet, together with the explanatory 
notes, reflects fairly and systematically the size and 
composition of the capital of the enterprise at the end 
of the financial year. 

2. The profit and loss account, together with the 
explanatory notes, reflects fairly and systematically 


the size and composition of the results of the enter- . 


prise for the financial year. 
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structure which is entirely at ease in its business and 
social environment, and within which replacement 
values constitute a natural and logical means of 
economic valuation. 

There remain many unanswered questions about 
accounting in the Netherlands, particularly with 
respect to application of replacement values and the 
extent to which alleged benefits of business economics 
accounting are actually realised in practice. These, 
as well as other intriguing questions, certainly war- 
rant additional attention to Dutch accounting on 
the part of American accounting РАНО and 
scholars. 


Section 4: 

The combining, analysing and classifying of the data 
in the annual accounts, are aimed at giving the in- 
formation that, by virtue of section 2, is to be pro- 
vided by the annual accounts. In doing so the. pro- 
visions of the Parts II and III are adhered to in all 
cases, unless this would result in showing separately 
items which are immaterial in the context of the 
annual accounts. The corresponding figures for the 
previous year are included in the annual accounts. 
Section 5: : 

x. The bases underlying the valuation of the assets and 
liabilities and the determination of the result comply 
with standards that are regarded as being acceptable 
іп economic and social life. 

2. The explanatory notes give an exposition of these 
bases. 

3. If an alteration of the bases is of essential signifi- 
cance, such alteration is explicitly stated, showing its 
effects on the net equity and the results. 

Section 6: 

To the extent to which it is required for ensuring а 
fair picture of the composition of the enterprise's 
financial position and results, reserves and move- 
ments therein are separately stated and explained in 
the annual accounts. 

As appears from the quoted sections the primary 
object of the legal regulations is to attain a fair and 
systematic view of the size and composition of the 
enterprise's capital and results in the annual accounts. 
Whereas the mentioned employers-committees recom- 
mended replacement value accounting, the law does 
not give any direct prescription regarding the valua- 
tion base. The law restricts itself to the requirements 
that the bases of valuation and determination of 


+ 


AUTUMN 1971- 


results comply with standards that are regarded as 
being acceptable by the business community, and that 
an exposition of these bases and the effect of changes 
in the bases are given in the explanatory notes. 

The question remains which standards will be re- 
garded as being acceptable in economic and social 
life. In conformity with the expectations of the 
Government, expressed during the preparation of the 
law, a committee of the Netherlands Institute of 
Registered Accountants (N.I. v R.A.) is engaged – 
in close relation with representatives of associations of 
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employers and of employees — in a critical stock- 
taking of the standards of valuation in use in business 
life. The results of the studies of this committee will be 
published and will of course determine the future 
trend in the valuation-bases used in financial report- 
ing. It is certain that accounting standards, based on 
current or actual values, will remain of great im- 
portance in Dutch practice in internal and external 
reporting on accounts, for there is no change in the 
business economics approach of Dutch auditors and 
accountants. 
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An Example of Will-o'-the-Wisp Accounting 


T. A. Lee 


Introduction 

Over the last eighty years or so, goodwill has been the 
subject of a controversial debate which has failed to 
produce a consensus of opinion regarding its account- 
ing treatment. 'The debate was started by a Scottish 
Chartered Accountant, Francis More, in 1891 (when 
he defined goodwill as the present value of business 
profits in excess of a normal rate of return), and it has 
been continued over the years by such eminent 
accountants as Lawrence R. Dicksee, Henry Rand 
Hatfield, P. D. Leake, William А. Paton, George О. 
May, and more recently, by Leonard Spacek.* 

То date in this country, despite the obvious interest 
of individual practitioners in the subject, there has 
been no definitive statement on goodwill as such from 
the professional bodies. By way of contrast, the 
American Institute of Certified Public Accountants 
has commented on the treatment of goodwill in its 
Accounting Research Bulletin No. 43 (1962 revision), 
Intangible Assets, and through its Accounting Prin- 
ciples Board, it has also published Accounting Re- 
search Study No. 1o (1968), Accounting for Goodwill, 
and Accounting Principles Board Opinion No. 17 
(1970), Intangible Assets. 

The purpose of this paper is to examine the main 
characteristics of goodwill which affect its accounting 
treatment, and hopefully, to offer some suggestions 
which may help to bring greater uniformity to present 
practices. 


Goodwill and business combinations 

The problem of accounting for goodwill normally 
arises in practice at the present time, only when there 
is a combining of two or more business enterprises by 
means of takeover or merger. As Spacek* has observed: 


1 Бог a discussion of the earliest writings on goodwill, 
readers are referred to Bryan V. Carsberg, “The Contribution 
of P. D. Leake to the Theory of Goodwill Valuation’, fournal 
of Accounting Research, Spring 1966, pp. 1-15. 

2 Leonard Spacek, "The Treatment of Goodwill in the 
Corporate Balance Sheet, The fournal of Accountancy, 
February 1964, p. 35. 


*Goodwill exists in every business, but it becomes 

an accounting issue only when we have an acquisi- 

tion of one business by another.’ 
Because goodwill is frequently part of the total valua- 
tion placed on a business for takeover or merger 
purposes, accountants have the task of accounting for 
that part ofthe tota] purchase cost which is attributable 
to goodwill. The Companies Act 1967 (Schedule. 2, 
paragraph 8(1)b) provides for the disclosure of the 
allocated cost of goodwill in company balance sheets — 
goodwill, patents and trade marks being aggregable 


` for disclosure purposes at their net book value. The 


Act, however, gives no indication of where goodwill 
should be presented in the balance sheet (that is, 
whether it should be treated as a fixed, current or 
‘other’ asset). The effect of this lack of definition can 
be seen from a scrutiny of current company accounts. 
For example, in six recently published reports of 
public companies, the following differing treatments 
and descriptions of goodwill were given: . 
I. Goodwill shown as a fixed asset; original cost and 
aggregate depreciation to date being disclosed 
separately, giving a net book value of £1. 
2. Goodwill, representing 24 per cent of total assets, 
shown as a separate asset between fixed and current 
assets, with the following note attached: 
*Goodwill arises where, on the acquisition of a 
business, the price exceeds the value attributed 
to the net assets taken over. Except for that which 
arose on the acquisition of XY Ltd, all goodwill 
has been charged against reserves.” 
3. Goodwill, representing over 20 per cent of other 
assets, shown as a deduction from capital reserves. 
4. Goodwill, representing 17 per cent of net assets, 
shown as a separate asset, and described as repre- 
senting 
‘the excess of the cost of shares in subsidiary 
companies over the book value of their net 
tangible assets at the dates of acquisition. 
5. Goodwill, representing 30 per cent of net assets, 
shown as a separate asset, and described in the 
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following manner: . 

*Goodwill is stated at cost, having arisen mainly 
from the excess ofthe cost of shares in subsidiaries 
over the value attributed to their net tangible 
assets at the dates on which the subsidiaries were 
acquired." 

6. Goodwill, representing 8 per cent of net assets, 

' shown as a separate asset, no supporting description 
or explanation being offered. 

In Britain, business combinations are generally 
accounted for at a ‘fair’ valuation — that is, the 
acquired assets, etc., are recorded at their agreed take- 
over or merger values. This means that goodwill is 
accounted for as representing the excess amount paid 
for a business over and above the fair value of all its 
separable assets, less any liabilities also assumed. In 
America, on the other hand, the problem of accounting 
for goodwill is one of the reasons for the development 
of ‘pooling of interests’ accounting. This method states 
that where there is no substantial change in ownership 
following a business combination, the takeover or 
merger is accounted for entirely at the existing book 
values, irrespective of the valuations agreed upon in 
arriving at the purchase consideration. This results in 
goodwill, and the problem of its accounting treatment, 
being ignored completely. At present, there is con- 
siderable debate going on in America concerning the 
validity of pooling accounting, and the need for more 
acceptable guidelines governing its application in 
practice.* As pooling accounting does not appear to 
be as widely adopted in this country, it follows that 
the question of accounting for goodwill is not one 
which is being ignored by British accountants. It 
follows, therefore, that the goodwill problem is one 
which should be looked at a little more closely than 
hitherto. 

Goodwill and profits 
There appears to be a general acceptance by writers 


on goodwill that, in some way, its existence is directly . 


related to the profit level of the business entity it is 
being attributed to – that is, that the value of goodwill 


-is dependent on the level of profit earned, or about to 


be earned, by the business. This appears to be a 
rational supposition for the value of the business as a 
whole is clearly acknowledged as being dependent on 
its profitability. A general criterion bas been estab- 
lished which stipulates that goodwill exists only if the 


earning power or profitability of the business is above 


? For a further discussion of the merits of purchase v. 
pooling accounting, see Arthur Wyatt, ‘A Critical Study of 
Accounting for Business Combinations’, Accounting Research 
Study No. 5, 1965, AICPA, 

‘The most recent statement on pooling guidelines is 
contained in ‘Business Combinations’, APB Opinion No. 16, 
reproduced in The Journal of Accountancy, October 1970, 
Pp. 69-84. : ; 
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an accepted normal level. From this basis, phrases 
such as ‘superior earnings’, ‘excess profits’, and 
‘super profits’ have evolved. Spacek has summarised 
this relationship between goodwill and profits as 
follows: ` 

‘Goodwill is the present value placed on anticipated 

future earnings in excess of a reasonable return on 

producing assets. Thus, it is the cost to the buyer of 

earnings over and above the cost of the assets 

required to produce these earnings.'5 

Originally, goodwill was regarded by accountants 
88 an asset in its own right, and it was valued accord- 
ingly. Total business profits were divided between 
normal profits and super profits, and goodwill was 
valued at so many years’ purchase of allotted super 
profits. This approach totally ignored the fact that the 
value of goodwill is entirely dependent on the business 
a8 a going concern, with all of its assets interacting and 
combining with one another to earn the overall profits. 
As а refinement to this early conception of goodwill, 


Several accountants, including Leake, advocated the 


treatment of each annual super profit as an annuity, 
with the discounting of each such segment of profit at 
a reasonable rate of interest, in order to arrive at the 
present value of several years' super profits. The 
summation of these present values was regarded as the 
value of goodwill, However, this again ignored the 
concept of a business as a going concern. 

Gradually, however, it was realised that the division 
of total business profits between one group of assets 
and another was too artificia] and too subjective, with 
the result that goodwill is now valued as part of the 
business as a whole. Аз Hendriksen has pointed out: | 

‘Tangible assets may have value in their specific use 

because of imperfect competition and changes in 

demand for the products as well as efficient utilisa- 
tion. All factors interact in the production of the 
final service or product and in permitting cash 
distributions to stockholders. Any attempt to allo- 
cate a portion of the total value of a firm on the basis 
of the capitalisation of superior earnings is, there- 
fore, artificial. 
Anticipated profits are calculated, and are either 
capitalised, or discounted to present values, at a 
reasonable rate of return. Fair valuations are given to 
the tangible, and if possible, certain of the intangible 
assets being acquired. Goodwill is then the difference 
between the total purchase consideration and the total 
of the fair values attributed to the net assets taken over. 


To quote Spacek again: 


5 Leonard Spacek, "The Treatment of Goodwill in the 
Balance Sheet’,in A Search for Fairness in Financial Reporting 
to the Public, Arthur Andersen & Co, 1969, p. 297. 

* Eldon S. Hendriksen, Accounting Theory, Irwin, revised 
edition 1970, p. 434. 
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‘In simple language, goodwill is the valuation placed 
on the earning power of the going concern as a 
whole over.tbe amounts paid for the net assets 
necessary to produce, market, sell and administer 
its products and services? 

Nevertheless, this having been said, the first road- 
block concerning goodwill is met – the basic confusion 
between the nature of goodwill and its valuation. 
Goodwill is not simply a valuation, no more than 
land or plant or cash can be regarded as valuations. 
The earning power, or profitability, of the going 
concern is the means by which goodwill is evaluated, 
but it is not a reasonable description of what goodwill 
is. Spacek and many other writers, past and present, 
have fallen into this conceptual trap. The point was 
adequately made by Gynther when emphasising the 
fact that the existence of goodwill depends on certain 
factors which contribute to the overall profitability of 
the business. The value of goodwill depends on the 
level of this profitability. 


Factors contributing to goodwill 
Goodwill has normally been thought of as an in- 
tangible asset. For example, Sprouse and Moonitz 
described it as an intangible, as did the AICPA in its 
Accounting Research and Terminology Bulletins.? Cat- 
lett and Olson similarly described the ‘individual 
intangible factors contributing to goodwill.!9 How- 
ever, in addition, several factors thought to be capable 
of contributing to the existence of goodwill have been 
occasionally put forward. Originally, the main factor 
was considered to be the business’s customers and 
location. For example, a judge in 1810 (in Cruttwell v. 
Lye) stipulated that 

"The goodwill which has been tbe subject of sale, is 

nothing more than the probability that the old 

customer will resort to the old place.’ 
Subsequently, other factors have gradually been 
recognised as contributing to goodwill, and now the 
list is long; it includes development costs such as 
advertising; secret processes; franchises; licences; 
patents, trade marks and copyrights; good manage- 
ment; an efficient labour force; weaknesses in com- 
petitors; good industrial relations; a favourable credit 
rating with suppliers; sound training schemes; a high 
community standing; good relations with other com- 


7 Spacek, op, cit. i 

з Reg. S. Gynther, ‘Some “Conceptualising” on Goodwill’, 
The Accounting Review, April 1969, pp. 247-255. 

? Robert T. Sprouse and Maurice tz, "А tentative 
set of broad accounting principles for business enterprises’, 
Accounting Research Study No. 3, AICPA, 1962, p. 58; and 
Accounting Research and Terminology Bulletins, AICPA, 
revised edition, 1961, p. 37. 

1? George R. Catlett and Norman О. Olson, ‘Accounting 
for Goodwill’, Accounting Research Study Мо. то, AICPA, 


1968, p. 20. 
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panies; and favourable government regulations. No 
doubt this list could be added to. The main points to 
evolve from it are as follows: 
1. Goodwill, as such, does not exist. It is simply a 
word used to conveniently describe a number of 
business resources contributing to „ће overall 
profitability of the business. 
2. Certain of these resources are within the direct 
control and administration of che business, others 
are not, being more directly attributable to cus- 
tomers, competitors, suppliers and government. It 
is conceded, however, that even these resources can 
be regarded as being under the ‘control’ of the 
business — that is, in the loosest sense of the term. 
For example, weaknesses in a competitor may exist 
because of corresponding strengths in the business; 
customers’ favour has to be worked for and won; 
and a favourable credit rating requires a great deal 
of effort and control from the business and its 
management. 
3. Contrary to the usual description of goodwill, 
certain of the factors contributing to its existence 
have a definite tangible quality — for example, 
management, secret processes, licences and training 
Schemes. On the other hand, there are others 
which are definitely intangible by nature — for 
example, weaknesses in competitors and a high 
community standing. 
Summarising, therefore, it appears logical to adopt the 
approach of Gynther and regard goodwil as an 
aggregate valuation of several business resources. This 
means that it should not be regarded as an intangible 
asset, for it is not an asset in its own right, nor are the 
resources it represents exclusivelv intangible. In any 
case certain of these resources benefit the business 
without being directly controlled by it. 


Purchased and created goodwill 

As previously mentioned, goodwill is acknowledged 
for accounting purposes only when it is purchased as 
part of a takeover or merger acquisition. The wide- 
spread adoption of this procedure appears illogical, for 
goodwill is recognisable at times other than when a 
business combination takes place. Аз pointed out in the 
previous section, goodwill has a value because of re- 
sources contributing to the overall profitability of the 
business. So long as these resources exist with a value 
to that business, goodwill must be recognisable. In 
addition, it should be accepted that its nature and 
valuation are bound to change whenever the con- 
tributing resources it represents change. A great deal 
of expenditure can be incurred by a business to main- 
tain and augment its goodwill resources — for example, 
money and time spent on research, on advertising, on 
industrial relations, and on public relations. There- 
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fore, why not account for non-purchased_ or created 
goodwill, in addition to accounting for that which 18 
included in the purchase price for a takeover or merger? 
Not to account for created goodwill raises an;addi- 
tional question of whether or not the balance sheet 
gives a fair representation of the business resources 
which have contributed to the profits reported in the 
accompanying profit and loss account. To date in this 
country, no attempt has been made to account for 
anything other than purchased goodwill. 'T'he reasons 
are understandable, but sometimes difficult to justify. 
The following are a few such reasons: 
I. The acquired conservatism of accountants, com- 
bined with a fear that created goodwill may well be a 
fictitious asset introduced to improve the financial 
position of the business described in its balance 
sheet. 
2. Certain generally accepted concepts of account- 
ing which are extremely difficult to apply in practice 
to goodwill — that is, historic cost, objectivity, and 
verifiability. 
3. The difficulty of annually revaluing gocdwill, 
such an exercise having to be based on several 
assumptions, including estimations of future profits 
and of what is a reasonable rate of return for the 
particular business. 
4. ‘The difficulty of capitalising the business costs 
which are contributing to the value of goodwill — for 
example, the cost of research or advertising expendi- 
ture. Which part of the total advertising expenditure 
of the business contributed to the sales which 
generated the profits related to goodwill? Such an 
allocation exercise would be, at best, artificial. 
There is no major difference between purchased and 
created goodwill, except that the former is bought as 
part of a purchase consideration, whilst the latter is 
developed from within the business; however, being 
purchased in the sense that money and other resources 
are expended to create and maintain it- The main 
difference arises when the question of accounting for 
the two types is considered. Purchased goodwill, 
because it has a known money value established for it 
at one particular point in time, is by far the easier to 
account for. It should be noted, however, that once 
it is accounted for, and disclosed in the balance sheet, 
it merely represents the agreed valuation placed on 
certain resources, expected to contribute to future 
profits, at the date of purchase. Yt does not necessarily 
represent either the goodwill resources, or their 
reasonable valuation, at the date of disclosure. The 
nature of such resources can radically alter after the 
date of purchase, and their value is equally liable to 
fluctuations. It appears, therefore, to be wrong in 
principle to disclose the purchased goodwill figure as 
an usset, when it does not conclusively represent the 
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resources which contribute to its existence at the date 
of disclosure. Every other asset in the balance sheet, 
despite a probably conservative valuation, can be said 
at least to describe business resources which existed | 
at the balance sheet date. This is not so with goodwill. 
There appear, however, to be two alternative solutions 
to this problem: 

I. "The amount assigned to purchased goodwill 
should be accounted for as a reduction of stock- 
holders’ equity." In other words, goodwill should 
be immediately written off, in toto, to reserves and 
surplus. This, of course, gets rid of the immediate 
problem, but tends to ignore the problems it creates 
in turn. For example, itignores the fact that goodwill 
can represent a great many tangible and intangible 
business resources, each with a different value. Not 
to account for and disclose these resources in the 
balance sheet, under the heading of goodwill, could 
result in misleading financial accounts for either of 
the undernoted reasons: 

(a) Not all resources contributing to the overall 

profitability of the business would be represented 

in the balance sheet; and 

(b) there would be a consequent creation of secret 

reserves, universally condemned since the Rex v. 

Kylsant case in 1931. 
2. Alternatively, despite the acknowledged diffi- 
culties, goodwill should be reviewed annually to 
reappraise its value, and thus, to ensure that the 
resources contributing to its valuation at the date of 
disclosure are realistically represented in the balance 
sheet. 

These alternatives will be discussed further in other 


parts of this paper. 


Goodwill as an asset 

Goodwill is generally treated for accounting purposes 
88 an asset, despite its composition of several resources 
contributing to business profits. The essential dis- 
tinction which must be made in this respect is between 
the nature of goodwill, and the means by which it 
should be accounted for. The former factor logically 
precludes the description of goodwill as an asset in its 
own right, because there is in fact no such thing as 
goodwill, per se. On the other hand, the fact that good- 
will is not an asset should not preclude an accounting 
for it as one. What have to be looked at are the re- 
sources represented by the term goodwill. If they can 
be regarded as business assets, then there appears to 
be no reason why they should not be treated as such 
for accounting purposes. Chambers, however, has 


u A view expressed in Accounting and Reporting Problems 
of the: Accounting Profession, Arthur Andersen & Co, 1969, 
p. 160, and supported in the conclusions of Catlett and 
Olson, op. cit., p. 112. 
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taken an opposite viewpoint when declaring 

*Goodwill is not an asset of a firm, being neither 

severable or measurable.” 

The characteristic of severability, advocated by him, 
requires that a would-be asset should be capable of 
being separated from the other assets of the business, 
thereby being capable of exchange or conversion. He 
regards goodwill as lacking this quality, despite being 
capable of evaluation but not of measurement in 
physical terms. It is true that,many of the factors 
contributing to the existence of goodwill are neither 
severable nor measurable, but not to treat goodwill as a 
business asset for accounting purposes on these 
grounds appears to take too narrow a view of the nature 
of an asset. After all, many items of ‘special purpose’ 
plant could be defined as non-severable. 

' Hendriksen has laid down more reasonable con- 
ditions for resources qualifying as assets: 

‘There must exist some specific right to future 

benefits or service potentials.’ 

‘The rights must accrue to a specific individual or 

firm.’ 

‘There must be a legally enforceable claim to the 

rights or вегуісез.?18 

So far as the contributing goodwill resources are 
under the direct control of the business and its 
management, these conditions appear to support the 
treatment of at least the ‘controllable’ elements of 
goodwill as assets for accounting purposes — that is, 
those representing such factors as secret processes, 
franchises, advertising campaigns, etc. However, there 
are other contributing resources which fail to satisfy 
the second and third conditions of Hendriksen, either 
because an individual business cannot have an ex- 
clusive right to benefits from them (for example, a 
favourable trading location or government regula- 
tions), or because it bas no legal claim to them (for 
example, its labour force or its management, after 
allowing for any contractual commitments). 

The treatment of goodwill as an asset, if the above 
conditions are taken as reasonable criteria, therefore 
appears to be only partially justifiable because of the 
nature of many of its contributing resources. Neverthe- 
less, it appears unfair to ignore goodwill as an account- 
able asset, merely on the grounds that other businesses 
can benefit from the contributing factors, or that the 
business has no legally enforceable claim to the latter. 
Hendriksen’s conditions are reasonable when taken in 
the context of resources which can be separately 
identified, valued, and exchanged or converted ~ for 
example, those such as plant, inventory, debtors. or 
cash. But they do not apply to many of the resources 


1 Raymond J. Chambers, Accounting, Evaluation and 


Economic Behaviour, Prentice-Hall, 1966, p. 218. 
33 Hendriksen, op. cit., p. 253. 
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represented by goodwill which lack the general quality 
of separability for identification or valuation or'ex- 
change purposes. This conceptual difficulty has pre- 
cipitated what appears to be the rather illogical 
approach advocated by Arthur Andersen and Co and 
its partners (including Spacek, Catlett and Olson), of 
removing the goodwill problem by eliminating it from 
the financial accounts whenever it arises in a purchase 
consideration. They argue that goodwill is not an 
asset of the business, rather that it is an evaluation of 
the business's future by the investor, and as such 
should not appear in the financial accounts of the 
business. Spacek has summarised this viewpoint in 
the following manner: 

*Goodwill value reflects a state of mind of the in- 

vestor based on his expectations or anticipations."4 
He and his partners believe that it is the investor who 
determines the value of goodwill, this being based on 
what he expects will be the future profitability of the 
business. Goodwill, therefore, is put forward as nothing 
more than a statement of value describing what the 
business's owners expect to be its future profits. This 
original, if somewhat startling conclusion is, however, 
at variance with the accounting concept of goodwill as 
an asset, for the following reasons: 

I. It ignores the various resources contributing to 

the existence of goodwill, and thus, to the overall 

profitability of the business. 

2. Itconfuses the nature of goodwill with the means 

of valuing it. 
It therefore fails on the grounds of logic, for if such an 
approach was adopted with all the resources of the 
business, the entity would, by definition, have no 
assets to account for. 


The valuation of goodwill 

'The valuation of business assets should subsist in the 
expectation of benefits which can be derived from their 
use or existence within the business, measured in 
terms of expected profitability. This view of asset 
valuation, supportable for no other reason than 
common-sense, is at variance with certain of the con- 
cepts of traditional historic cost accounting, mainly 
because of its weakness in terms of objectivity and 
verifiability. Initially, purchased goodwill is valued 
according to future expectations – that is, those which ~ 
exist at the time of its acquisition. Forming part of a 
business combination, its value ‘is determined by 
reference to the anticipated future profitability of the 
business — capitalisation or discounting methods being 


used for this purpose. However, having been pur- 


14 Spacek, ор. cit., p. 362. - 

18 This paper is essentially devoted to the accounting 
treatment of goodwill, and for this:reason, a detailed exposi- 
tion of how goodwill is evaluated is not given. 
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chased, the agreed valuation for goodwill is accounted 
for in the traditional manner. It becomes merely 
another past capital cost, possibly to be allocated in 
some arbitrary manner against future sales revenue. It 
no longer remains a figure representative of current 
expectations of the future. Instead it is representative 
only of past expectations of the future. It would there- 
fore appear to be not only unrepresentative of the 
resources contributing to the profits which give 
grounds for its existence (as previously pointed out, it 
is only purchased goodwill which is recognised for 
accounting purposes), but also, unrepresentative of 
the value of the future benefits to be derived from these 
resources. To be fair, however, the latter point is also 
true of the traditional accounting for many of the 
other resources portrayed in the business balance 
sheet, which are valued on the basis of their original 
„сове, The problem of accounting for the value of 
goodwill reflects, therefore, a much greater valuation 
* problem, involving all the resources contributing to 
business profits. 


The disposition of goodwill 

Probably the most discussed goodwill topic of all has 
been the problem of its treatment in the financial 
accounts, once it has been recorded as a purchase cost. 
The solutions advocated have been various, yet no 
generally acceptable treatment has emerged. The 
reason for this lack of agreement appears to be the Jack 
of a corresponding agreement on the nature of good- 
will itself. 

The earliest writers on goodwill (for example, 
Dicksee) thought that it should be excluded from 
financial accounts, mainly because of the fear that 
existed at the time that the introduction of goodwill 
into the balance sheet could produce misleading 
information. The intangible quality of goodwill was 
regarded at the time with a great deal of suspicion, а 
figure often being introduced to the accounts in order 
to create reserves which could be used to pay dividends 
to shareholders. Because of this abuse, good will, when 
it was purchased, was written off immediately to 
capital reserves (including any share premium 
account). Gradually, however, with the recognition of 
goodwill’s relationship to the overall profitability of 
the business, the idea evolved that the purchased cost 
could be amortised over an estimated life, and effec- 
tively charged against profits. Indeed, the AICPA 
advocated this procedure in 1944 in Accounting Re- 
search Bulletin No. 24, and has continued to do so 
since in its subsequent publications? However, 
despite this official guidance, a controversy has arisen 
over the accounting disposal of goodwill, involving 

15 See ‘APB Opinion No. 17: Intangible Assets’, The 
Journal of Accountancy, October 1970, pp. 85-89. 
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three different viewpoints – (а) goodwill should be 
written off completely as soon as it is purchased," (6) 


. it should be amortised systematically over а reason- 


able period of time; or (c) it should not be written 
off at all, unless there is strong evidence to support 
this procedure.!? 
Some of the arguments for writing off the purchased 
cost have been as follows: 
I. Goodwill is constantly changing, in nature and 
value, because of.corresponding changes in the 
underlying contributing resources. The goodwill 
that exists at one particular point in time is not 
necessarily the same goodwill that was originally 
purchased. Therefore, the latter figure should be 
eliminated from the accounts in order to avoid mis- 
representing the contributing resources at the date 
of disclosure. i 
2. Purchased goodwill is a ‘momentum’ — that is, а 
promotional push which the buyer is willing to pay 
for rather than build up himself. It gives him the 
platform upon which he can maintain and increase 
the existing profitability of the business. | 
‘The Momentum Theory is the hypothesis that a 
businessman purchases a promotional push in- 
stead of an annuity and that “push” dissipates like 
momentum." 
Writing off goodwill therefore represents the dissi- 
pation of this momentum. 
3. Goodwill is a depreciable asset, and therefore, its 
cost should be written off as a depreciation charge to 
profit. 
4. The resources contributing to- goodwill also 
contribute to the profits which are the basis of its 
valuation. The cost of these resources is part of the 
total cost of earning such profits, and consequently, 
should be treated as such. 
5. The so-called ‘superior earnings’ or ‘excess 
profits’ which evidence the value of goodwill cannot 
last forever. Therefore, goodwill cannot ‘exist’ 
forever. 
The main arguments against writing off goodwill 
include: 
I. The danger of unnecessarily creating a secret 
reserve in the financial accounts when the value of 
goodwill is not falling. 
2. The difficulty of determining any change in the 
value of goodwill. 
3. When profits of the business are rising, over and 
above any general expansion in the business, the 


1? See Spacek, op. cit., and Catlett and Olson, op. cit. 

18 George T. Walker, "Why Purchased Goodwill Should 
be Amortised on a Systematic Basis’, The Journal of 
Accountancy, February 1953, pp. 210~16. 

_ 1» See Gynther, op. cit. 
" 80 Robert H. Nelson, ‘The Momentum Theory of Good- 
will’, The Accounting Review, October 1953, p. 492. 
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indications are that the value of goodwill is also 
rising. It would therefore appear illogical to write 
off good will in these circumstances. 

4. In a successful business goodwill should be 

being maintained and increased in value. 

If any consensus has been achieved, at least amongst 
writers on goodwill, it is that из purchased cost 
should be amortised over ап estimated life, and charged 
against current profits. Such an approach recognises 
the gradual diminution in the value of the contributing 


» goodwill resources which existed at the original date 
‘of purchase, but it completely ignores the replacement 


value of such factors, which have been created since 
that point in time. The accounting disposition of 
goodwill, as with any other aspect of the topic, should 
be viewed in terms of the existence and profit contribu- 
ton of the contributing resources. All too often, 


goodwill is regarded as a complete asset in its own 


. rigbt, with a consumable cost to be matched against 
"sales revenues. It is therefore advocated that the 


purchased cost of goodwill should not be written off 
unless there is firm evidence of a diminution in the 
profit contribution of the supporting goodwill re- 
sources. How such an approach can be practised 
will be looked at in the following sections. 


Summary and conclusions 

The following summary and conclusions are offered 

for comment and discussion: 
1. Accounting for goodwill normally arises when 
there is a payment for such an item as part of a 
business combination. It is usually treated, for 
accounting purposes, as an intangible asset, and 
disclosed as a separate asset in business balance 
sheets. Its eventual accounting disposition varies 
from one business to another, some amortising it, 
some writing it off immediately, and others not 
writing it off at all. 
2. 'The problem of goodwill, and especially its dis- 
position for accounting purposes, can be avoided, 
by the technique of pooling accounting, if certain 
conditions are satisfied. 
3. There is general acceptance of the direct re- 
lationship between goodwill and profits, and this 
has given rise to a basic misunderstanding ~ that is, 
the nature of goodwill, as described in the profit- 
contributing resources it represents, being con- 
sistently confused with the means of valuing it onthe 
basis of anticipated profits. 
4. Goodwill represents several tangible and in- 
tangible resources which contribute to its overall 
profitability, but which cannot be separately valued. 
5. Goodwill ‘exists’ in a business at any time so 
long as the resources it represents exist. The busi- 


з1 This is similar to the conclusion of Gynther, op. cit. 
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ness continually incurs expendituré to maintain, 
replace and augment existing goodwill. Basically, 
therefore, there is little to distinguish purchased 
and created goodwill. But, because traditional 
accounting does not recognise the latter aspect of 
goodwill, there is a danger of disclosing a figure in 
the balance sheet which is not representative of the 
nature or the valuation of the resources it is 
intended to describe. 

6. Goodwill has been generally regarded in the 
past as an intangible asset. In fact, no such asset 
exists, goodwill representing several resources 
contributing to overall profitability. Many of these 
resources would be hard to classify as business 
assets in the conventional sense, but this should not 
prevent their accounting treatment as such, for all 
are potentially profit earning. | | 
7. Goodwill is part of the business, and should пог. 
be attributed to investors in terms of their expecta- 
tions. , 
8. Purchased goodwill is valued on the basis of 
future expectations of profit, but once accounted 
for as purchased, it becomes merely a record of past 
expectations of the future. 
9. There is no generally accepted method for the 
accounting disposition of goodwill 'The most 
‘reasonable approach appears to be to write it off 
only when there is evidence of a decline in its value. 
IO. The easiest way of dealing with the goodwill 
problem appears to be to adopt the ‘ArthurAndersen 
and Co.’ approach of recording goodwill only when 
it is purchased, and then, writing it off totally to 
reserves and surplus. This ignores the very nature 
of goodwill, and is liable to produce misleading 
financial accounts. : 
II. A totally different approach to accounting for 
goodwill appears to be necessary, in which the 
nature and existence of the underlying resources 
which goodwill represents аге adequately recog- 
nised. To recognise and account only for purchased 
goodwill ignores the continuing presence of these 
resources in a business. To amortise goodwill on 
an arbitrary, albeit systematic, basis equally ignores 
the changing nature and valuation of the resources. 
То immediately write off goodwill as soon as it is 
purchased is to provide misleading information. 
What the previous discussion has attempted to 
highlight are the gross inadequacies in the present 
accounting treatment of the business resources repre- 
sented by the term goodwill. These resources are 
recognised only when there is a commercial exchange 
between parties, with an agreed purchase price. Their 
continuing existence is not recognised, and this means 
that possibly the most valuable resources of the busi- 
ness (value being measured in terms of profit potential) 
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are being ignored for accounting purposes. There 
appear to be three alternative approaches to this 
problem: Either | 
I. а ‘head in the sand’ approach is adopted, in which 
the problem of the accounting creation of con- 
tinuing goodwill is ignored, as at present. This 
would leave the separate problem of accounting 
for any purchased goodwill along the alternative 
lines previously discussed. The lack of logic in this 
approach has already been stated; ог . ' 
2. the existence of continuing goodwill is acknow- 
ledged without formally accounting for it. This 
could be done in the manner suggested by Gynther 
of not writing off goodwill so long as there are 
reasonable grounds for not doing so. However, it 
appears to be a rather casual way of accounting for 
‘business resources; or 
3. some formal attempt is made to acknowledge 
the continuing existence of the underlying resources 
contributing to goodwill. As most of these resources 
have not formed part of a historical cost exchange 
transaction, the most important accounting criterion 
appears to be their ‘service potential’ or future 
profitability. But in order to separately value con- 
tinuing goodwill for accounting purposes, the 
future profits to be anticipated from the underlying 
resources would require to be estimated for capitali- 
sation or discounting purposes. As it is somewhat 
unrealistic to divide total anticipated business 
profits between individual resources (to do so 
would be a necessarily artificial and subjective 
exercise), the logical conclusion is that it would be 
an equally artificial exercise to attempt to value 
continuing goodwill in a situation where there is 
no willing buyer or seller to place an exchange 
value on it. 
The above remarks, together with earlier ones in 
this paper, reflect one of the main drawbacks of tradi- 
tional historical cost accrual accounting, which relies 


so heavily on the firm foundation of past business : 


transactions — resources only being accounted for if 
they are part of a transaction of some sort or another. 
The result is that not all the business resources con- 
tributing to overall profitability are accounted for and 
reported in the periodic financial statements, In addi- 
tion, if there was to be a departure from traditional 
accounting methods in order to account for these 
hitherto undisclosed resources, the valuation process 
could very well prove to be an extremely unreliable 
one. The inevitable conclusion is that to account and 
report on business resources, as part of a stewardship 
function, tends to give unreliable information, 
whether continuing goodwill is acknowledged or not. 
The answer may very well be to place less emphasis 
on the provision of 'stewardship' information, and 
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instead, to produce information of greater use and 
relevance to the investor in his decision-making 
function. This, as the next section attempts to show, 
could result in business resources not being accounted 
for at all, the emphasis switching to the contribution 
of these resources to the future success and continuance 
of the business as a whole. In this way, it is hoped, 
goodwill resources could be acknowledged without 
having to be formally accounted for. 


Postscript—a possible solution 

The most pressing requirement for formal financial 
information describing business activity comes from 
investors making continual assessments of the desira- 
bility of investing in individual entities. The require- 
ment is for information of use and relevance in such. 
an exercise > that is, information which helps the 
investor to decide which of the following alternative 
actions is likely to be the most beneficial: 

т. Whether to maintain an existing investment ina · 

business; or 

2. to increase such an existing investment; or ` 

3. to dispose of it, either partially or totally; or 

possibly, 

4. to acquire, for the first time, an investment in the 

business. 

With each of these alternatives, the investor is com- 
paring the desirability of investing in the business with 
the desirability of investing in others. " 

It is therefore suggested that the most valuable in- 
formation for this type of investment appraisal is that 
which describes future business activity, including 
information regarding the financial rewards to be 
anticipated from it. It is submitted that it.is future 
business performance which is most relevant and 
useful in this respect, and not past activity. The 
present form of stewardship financial statements 
merely tend to support or contradict the past desira- 
bility of investing in a business. 

If it is accepted that anticipated business activity is 
both relevant and useful to the investor, then it is a 
logical extension of the argument to suggest that profit 
forecasts might be the basic type of information re- 
quired. However, profit forecasts tend to be accrued 
historic cost measurements of projected activity, sub- 
ject to all the problems of treditional accounting and 
superimposed upon the subjectiveness and uncertainty 
inherent in any forecast about a business's future. The 
only type of financial information which effectively 
minimises the effects of present-day accounting 
practices is that relating to cash flow projections. It 
is therefore suggested that, in the first instance, quoted 
companies should publish cash transaction forecasts 
(incorporating both revenue and capital items) for, 
say, the next three to five years, depending on the 
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l nature of the business, and the iss of uncertainty’ 


aboùt its future, together with (a) a statement detailing 


» the various: commercial, , economic and political 
assumptions on which thé forecasts have. been based, ` 


and (b) a statement describing the effect on these fore- 
casts dué to possible variations in.the assumptions.” 


‘ ‘The disclosed forecasts should be supported.by state- 


ments of past cash flows achieved by the company, 
and should be subject to ànnüal're-assessment for dis- 
closure putposes. They would not be supplemental to 


у the existing „profit : and 1058 accounts and balance 


sheets, although the latter statements could still be 


: published for. stewardship, purposes: In addition to 


publishing past and future. cash flows, management 
should also be required to disclose its explanations of 
‘any material differences between forecast and actual 
_ figures,: as: well as of differences due to revisions to 


: ., original forecasts. The’ advantages of this type of 
. financial information are as follows: 


i _ Managément's view of the future of its business 


. is\projected for the benefit of investors who are 


basically concerned with evaluating the desirability 
of being part of that future. 

2. An estimation of the present value of the dis- 
closed cash flows can be miade, by investors, and 
used as a basis to their decisions concerning alterna- 
tive investments. By discounting back the projected 
cash flows to present values at a rate of interest 
regarded by him as reasonable for that type of 


2; *eompany, business or industry, the investor can 


calculate the discounted cash flow per share for the 
company, apply it to the current market value of the 
shares, and calculate a ‘price/discounted flow" ratio 
for comparison with similarly calculated ratios for 
other companies. Ideally, the projected cash flows 
should be split into monthly or three monthly 
streams for discounting purposes, rather than 
assume the entire flow is achieved on the last day 
of each annual period. This analysis could certainly 
be done for the first one or two years of the disclosed 
forecasts. With the less sophisticated investor, the 
‘price/flow’ ratio could be calculated without the 
discounting procedures. 

The ‘price/flow’ ratio appears to be a somewhat 
more reliable investment indicator than the present 


31 Such a suggestion goes further than the recent views of 
Gerald Lawson on cash flow accounting (See Accountancy 
Age, 6/11/70, pp. 10-11). He advocated disclosure of past 
cash flows, but so far as disclosing anticipated flows, he had 
this to say: 

‘From a managerial standpoint the budgetary require- 
ment is eminently desirable but as regards the implications 
for disclosure in published accounts, it is at present per- 
haps too avant garde. In the longer run though, I would 
have thought it desirable that companies should be 
required to disclose more details of corporate plans in 
numerical terms’. 
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* ‘price/anticipated earnings’ ratio, which is subject" 
to, the problems of present accrual accounting 
practice. However, like all financial or accounting 
indicators, it is only reliable so long as it is Ted 

ona comparable basis > 
3. Future business activity would be quantified on 
a cash basis, thereby avoiding the allocation prob- 
lems met with in traditional , accounting, including 
the- - depreciation ‘of fixed assets, valuing inventory, т 
writing off research and development costs, and 50 ^ | 
on. 
4. The diuo of any BP in the purchásing 
power of money due to inflation or deflation, for so 
long a recurrent problem in historical cost accounting 
(with its assumption of a stable monetary unit),.are · 
avoided. Price-level adjustments, which are no more 
than amendments to historical costs; would no 
longer be necessary. i 
5. The somewhat artificial distinction Бауи 
capital and revenue transactions, and the develop- 
ment of criteria to classify business assets, would be 
equally unnecessary. 
6. A present value of anticipated cash flows can be 
calculated, thereby acknowledging the existence of 
all the resources of the company contributing to its 
overall financial success or failure, including those 
resources represented by the term goodwill. In this 
way, there would be no need to separately account 
for goodwill, or indeed any of the other so-called 
business assets. They would be recognised and 
accounted for in a manner which accepts the funda- 
mental interrelationship of all business resources in 
a going concern — their contribution to the total 
business cash flow. There would therefore be no 
artificial distinction between purchased and created 
goodwill. 
7. Should business profitability be regarded as 
relevant financial information for investors, then 
periodic profits could be computed by comparing 
the present values of anticipated cash flows at the 
beginning and end of each accounting period, along 
the lines suggested by Hicks in his concept of ‘well- 
offness’.*4 | 
8. Most important, investors could see from the 
projected cash flows the anticipated ability of the 
company to pay its way in the future in terms of 
cash, and in particular, its planned financial policy. 
The importance of generating sufficient cash re- 
sources, and of cash forecasting, should be more 
than obvious at a time which has witnessed the 
crash of Rolls-Royce Ltd. 

The disadvantages of this solution must also be 

stated: 


з J. R. Hicks, Value and Capital, Clarendon Press, 1946, 
pp. 171-81. 
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7 I. It is extremely difficult to project business cash 
flows, particularly in times of inevitable change, 
both économically and technologically. However, 
management should be making these projections as 
part of its procedures for planning, decision making 
and control. Internal information would therefore 
be made available to external sources. 
2. There ,, „are also difficulties to be faced when 
assuming a reasonable rate of interest for -discounting 
purposes. It is suggested that in order to retain 
objectivity in this matter, management should be 
required to disclose a rate of interest necessary to at 
" least maintain its anticipated financial position. For 
this reason, the rate used would approximate with 


` .the anticipated deterioration in the general pur- 


„chasing power of money. The known current 
deterioration rate would be used as a basis to this 
~ exercise. This evaluation could then be used by 
investors in a separate evaluation of their expectations 
of.the business's potential, over and above the 
minimum necessary to maintain its anticipated 
activity (see also 4(6) below). 
3. 'There is a danger of giving competitors informa- 
tion concerning the future plans of the company. 
However, if such information was generally dis- 
closed by quoted companies, then all would to some 
extent be aware of each other's plans. This could 
have the added advantage of improving the forward- 
thinking of management as a whole, to the benefit 
of the community at large. 
4. There is a danger that management could take 
advantage of the inevitably hypothetical nature of 
the exercise, to over or underestimate the cash flow 
of the business in order to alter its market rating. 
However, two means of controlling this situation 
exist: 
(a) those companies disclosing anticipated cash 
transactions would also be required to disclose 
the actual transactions which took place, giving 
investors the opportunity to examine for any 
material differences; 
(b) any existing or would-be investor, would 
have to use his own rate of interest in the present 
value calculation, which may or may not agree 
with the ‘minimum’ one supplied by manage- 
ment. The investor rate would depend on an 
evaluation of several factors, including the degree 
of risk and uncertainty in the type of business 
activity undertaken; and in general, economic 
and political conditions and regulations. For 
purposes of making personal evaluations of 
present values, investors could be supplied with 
appropriate annuity tables in the financial state- 
ments. This would help to counter a major 
criticism made by Hendriksen of these exercises: 
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S em “Expectations regarding future cash flows can- 
" пог be converted i into single valües or certainty 
equivalents without knowing the,risk prefer- 
ences of the users of the information.’**; and 
(c) both the: anticipated, cash flows, and the, 
reasonable discounting rate, should be subject to 
audit, the result of which would be an opinion on 
their reasonableness. The purpose of this audit 
would be to lend credibility to the forecasts; Who 
would conduct this function must be determined 
by the subject-matter being verified. Accountants 
are experts at verifying. accounting matters, but 
cash forecasting involves assumptions and calcü- . 
lations which are mainly r non-accountig" in 
nature, It is therefore suggested that the audit be. 
divided into two distinct parts: . v 
(i) the non-accounting part, Ина veri-' 
fication work which can only-be conducted by `` 
management experts, such as those presently ` 
employed by consultancy firms and merchant ; 
banks. Their report would contain an opinion. 


on the reasonableness of the main economic, '* 


political and commercial assumptions under- 
lying the cash forecasts, the minimum rate of 
interest for discounting purposes, the proba- 
bilities linked with any disclosed forecast 
variations, and the consequences of forecasting 
errors; and 

(ii) the accounting part, conducted Бу» pro- 
fessional accountants, who would comment on : 
any accounting methods and calculations used 
by the business when computing the forecasts, 
as well as reporting on their verification of the 
disclosed cash flows actually achieved. This 
would introduce a greater degree of objectivity 
and verifiability to auditing than is at present 
being experienced in accrual accounting audits. 
However, the latter audits would presumably 
continue as at present. 

The above division of auditing duties is similar to 
that required with current profit forecasting for take- 
over and merger purposes. 

5. There are problems in using this type of financial 

information to assess managerial efficiency — that is, 

when determining whether the cash flows are due to 
managerial action or fortuitous circumstances.* 

This point is conceded with the reservation that 

м Hendriksen, op. cit., p. 137. Readers are recommended 
to read his conceptual objections, most of which are answer- 
able by the suggestions in this paper. 

35 Indeed, one recent writer, Harold Edey, in “The Nature 
of Profit, Accounting and Business Research, Winter 1970, 
pp. 50-55, although apparently supporting the theoretical . 
justification of present value calculations of this type, con- 
cluded that they ‘probably cannot be more than rough and 
generally speaking unreliable gauges of management 
efficiency’. 
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good management should be taking full advantage 
. Of fortuitous circumstances; and in any case, it is 

extremely difficult то produce any quantified in- 

formation which is likely to completely satisfy such 

an assessment. ` 

The above solution goes far beyond the problem of 
accounting for goodwill. It is radical and of necessity, 
tentative; yet it appears to provide financial informa- 
tion which satisfies the criteria of relevance and utility 
to the investor. The problem. of goodwill highlights 
the fact that traditional historical cost accrual account- 


wu 


ACCOUNTING AND BUSINESS RESEARCH 


ing does not provide information with the necessary 
degree of these qualities. It is thérefore hoped that 
this possible solution may at least open a discussion 
and debate on the inadequacies of both goodwill 
accounting and financial reporting, which is long 
overdue. . 

Note: Y would like to record my appreciation of the 
efforts of two of my colleagues, Peter Forbes and Tom 
Robertson, who over a relatively long period of time 
have helped me over many of the conceptual and 
practical hurdles in this paper. | 
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What can we learn from published 


accounts in the USA? 
P. R. A. Kirkman | 7 


Detailed comparative information regarding the con- 
tents and presentation of published accounts in the 
UK has in the past been extremely difficult to obtain. 
Certain information must be disclosed in the annual 
report and accounts under current company legisla- 
tion, but many matters are left to the discretion of 
company directors, and as a result one finds con- 
siderable variations in content and presentation. In the 
past most comments have been based on small 
random samples of published accounts, but in 1970 
the position was considerably improved by the publi- 
cation of the first Survey of Published Accounts, and 
the arrival of the second survey early in 1971,! based on 
the methods of financial reporting used in 1969/70 
` Љу 300 major UK companies, now provides the 


opportunity to make a more detailed comparison of . 
the published accounting information provided Бу 


leading UK and USA public companies. In the USA 
a similar annual survey has been carried out for many 
years in the publication Accounting Trends and 
"Techniques, the latest edition of which? examines the 
reports of 600 major companies for 1969/70. The 
information provided in this article is also Базед on the 
examination of many sets of published accounts, but 
statistics and information provided in the surveys have 
proved invaluable. Unfortunately a detailed examina- 
tion of all relevant points is not possible in an article of 
this length, but an attempt has been made to pick 
out those matters that are currently of most interest and 
controversy. It is hoped that the results will be of 
particular interest to company directors and account- 
ants, and financial analysts. 


. The legal background i 

The minimum contents of published accounts in the 
UK are dictated by the Companies Acts of 1948 and 
1967. Very.few companies provide important informa- 


ł Published by the General Educational- Trost of the 
Institute of Chartered Accountants in England and Wales. 

2 Published by the American Institute of Certified Public 
Accountants (AICPÀ). 


tion that is not required by law, e.g. virtually no in- 
formation is provided by UK companies relating to the 
cost of goods sold. The London Stock Exchange also 
requires the disclosure of certain financial information, 
additional to that required by company legislation, 
and these regulations must be adhered to if companies 
desire a stock exchange quotation. Recommendations 
are also made by the professional accountancy bodies ~ 


‘usually the appropriate Institute of Chartered Ac- 


countants ~ but these generally have no binding torce, 
and.in the past some companies have ignored them 
completely. The three Chartered Institutes, through 
the Accounting Standards Steering Committee 
(ASSC), are now intending to provide occasional 
statements of standard accounting practice. The first 
of these statements, dealing with the treatment of 
associated companies, will apply to financial years 
commencing after 1 January, 1971. The Institutes 
intend to take a much tougher line to ensure that ` 
there is adherence to these statements, but they have 
already found objections coming from as powerful a 
source as Imperial Chemical Industries limited. It 
wil be interesting to see what action is eventually 
taken against the nonconformists, especially if they 
are large companies. A qualification in the auditor's 
report, if pressure can be exerted on the auditor by 
the Institute, would not necessarily be of xd great 
effect in such a саве. . 

Inthe USA there is no similar nationwide пагана, 
but the Securities and Exchange Commission (SEC), 
а body created by federal legislation in 1934, requires 
companies to file certain financial information if they 
wish trading to take place in their securities. The SEC 
has the right to lay down which accounting principles 
should be adopted, and in this connection it works ` 
very closely with the Accounting Principles Board 
(APB), which was set up, largely at the initiative of the 
AICPA, some 12 years ago. The APB, which relies | 
mainly on voluntary assistance from AICPA members, 
issues from time to time official opinions. Companies 
до not have to comply with these opinions, but the 


330 


normal SEC approval of these opinions means that 
non-compliance could lead to the suspension of trad- 
ing in that company's securities. Auditors are also 
expected to ensure that any departure from issued 
opinions is pointed out їо shareholders. Quoted 
companies must also comply with the regulations of 
the appropriate stock exchange, and the New York 
Stock Exchange in particular has bad a very strong in- 
fluence on the contents of accounting statements. Ја 
most cases, however, the information required by the 
SEC and the stock exchanges is very similar. The vast 
majority of quoted companies therefore comply with 
the APB opinions, but the same pressure cannot be 
brought to bear on the non-quoted company. 


The profit and loss account 
General presentation 
Those people who are familiar with published profit 
statements in the UK will find little difficulty in 
understanding comparable statements in the USA, 
which will usually appear under the heading of income 
(or sometimes earnings) statement. Probably the 
major difference is that the majority of USA companies 
(approximately two-thirds)? use a single-step system of 
presentation, under which there is an income grouping 
with a single total, followed by an expense grouping. 
with another total. There is a definite division of 
opinion, however, as to whether taxation should be in- 
cluded with expenses or shown separately. The re- 
mainder of USA companies use a system of presenta- 
tion similar to that used by nearly all UK companies, 
with a number of intermediate balances or profit 
figures being provided before the final profit figure 
is shown. E 

Most UK companies deal with the distribution of 
profits within the profit and loss account. In the USA 
however, there is a conflict of opinion on this matter, 
and there is an almost equal division between those 
companies that present separate statements of income 
and retained earnings, and those that combine all the 
information into one statement. USA companies also 
normally provide earnings per share: information 
within the income statement, in accordance with an 
opinion issued in 1969.4 Such information is still 
comparatively rate in UK published accounts, al- 
though an official ASSC statement is expected on this 
subject, following the circulation of a recent exposure 
dratt. i 
The vast majority of companies in both countries 
now present this account in vertical statement form, 
with additional information being provided in ac- 





3 All statistics provided relate to the two surveys already 
mentioned. It is accepted that in a larger survey covering 
smaller companies the results might be very different. 

* APB Opinion No. 15. 
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companying schedules. Recent UK company legisla- 
tion probably means that the гуегаре UK company 
now provides more supplementary profit information 
than its counterpart in the USA. Both in the UK and 
the USA certain expense information is provided in 
other parts of the annual report end accounts, e.g. over 
30 per cent of USA companies provide details of 
employee costs, but this is usually disclosed outside 
the income statement. Information on total company 
wages and salaries has to be disclosed in the directors' 
report in the UK if there is a weekly average of 100 
employees or more. 


Content 

The major difference in profit statement content 
probably relates to the provision of information on the 
cost of goods sold. Sales figures are nearly always 
provided in both countries, although this is a com- 
paratively recent development in the UK, brought 
about by the Companies Act, 1957. There is, however, 
no compulsion in the UK to provide information on the 
actual costs of goods that have been sold, and as a result 
nearly all companies refuse to disclose the relevant 
figures. Shareholders and analysts can compare the . 
sales and net profit figures, but the resulting amount is 
a mixture of the cost of goods sold and various ex- 
penses, and is not very satisfactory. In the USA the 
position is very different, and over 77 per cent of 
companies disclose the cost of goods sold. The. 
majority of these companies do not actually calculate 
the gross profit amount, but provide totals for such 
headings as cost of goods sold, general expenses (most 
frequently described as selling. general and admini- 
strative expenses), depreciation and interest, which 
eventually lead to the provision of amounts for total 
costs and expenses, and net income. 


Depreciation 

The information that should te disclosed regarding 
depreciation policy is controversial in both countries. 
Less than xo per cent of UK companies provide in- 
formation on the rates of depreciation that are being 
used, and very little useful data is provided on antici- 
pated asset lives. Under one-third of companies state 
the method of depreciation that is being used. Where 
this information is provided th» straight line basis is 
easily the most popular. In the USA the position seems 
slightly better, largely due to an official opinion issued 
in 1967.5 About 90 per cent of companies disclose the 
method of depreciation being used, and once again the 
straight line method is easily the most popular, being 
used by over 90 per cent of the companies that dis- 
close their depreciation policy. Comments regarding 


. * APB Opinion No. 12. 


< 


AUTUMN 1971 


actual rates adopted are very scarce, but nearly all 
companies disclose information regarding the com- 
parability of their tax and book figures, largely because 
of a taxation opinion issued in 1967.9 It is interesting 
to note that in nearly three-quarters of cases there is a 
difference. "This latter information is almost non- 
existent in the UK, although one suspects that there 
would be differences in the vast majority of cases. 


Other profit and loss items 

Inboth countries there has been a considerable amount 
of controversy relating to extraordinary and prior- 
period items. Confusion has arisen mainly because 
some companies deal with such items in the current 
accounts, sometimes before and sometimes after 
taxation, whilst others adjust reserve figures in the 
balance sheet. In the UK an exposure draft has 
recently been issued which should eventually lead to 
an official statement, whilst in the USA an official 
opinion? was issued in 1966 which required that all 
extraordinary items should be shown in the income 
statement. This has certainly improved the situation, 
although there are still certain differences of inter- 
pretation. - 

Another subject of very great current importance is 
that of price-level accounting. In the USA an official 
statement? was issued in 1969 which stressed that price- 
level information was not required for a fair presenta- 
tion of the financial position, although it was accepted 
that such information would be useful. The response of 
virtually every company in the USA has been to ignore 
price-level adjustments in the official accounts, al- 
though over one-quarter of companies mention in- 
flation in their annual reports. The position is very 
similar in the UK, although a few companies deliber- 
ately reduce profit for inflation purposes by creating 
additional reserves or by basing depreciation on re- 
placement costs. А discussion paper on this subject 
Inflation and Accounts, was issued by the ASSC in 
September 1971. | 

Many items show very similar developments. In 
both countries there is a gradual movement towards 
turnover and profit splits where there are substantially 


different classes of business.” The position regarding ` 


research and development expenditure does, however, 
seem equally unsatisfactory with very conflicting 
opinions regarding the capitalisation of such ex- 
penditure. Statements seem called for in both coun- 
tries for more precise information on the method of 


* APB Opinion No. r1. 

7 APB Opinion No. 9. 

e APB Statement No. 3. Statements are primarily in- 
formative documents, as opposed to the official pronounce- 
ments expressed in opinions. 


? See Companies Act, 1967, Section 17, and APB: 


Statement No. 2, 1967. 
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allocation. The treatment of taxation presents compli- 
cations in both countries, and it could perhaps be 
claimed that we have achieved slightly more con- 
sistency on this matter than in the USA, although the 
position in that country has been improved by an 
official taxation opinion. Presentation does, however, 
appear to be definitely superior in the UK with virtually 
every company providing details of profit figures 
before and after taxation. 


The balance sheet 

General presentation 

The term balance sheet is usually adopted in both 
countries, although a small minority of USA com- 
panies (under 15 per cent) use the description ‘state- 
ment of financial position (or condition). In recent 
years in the UK there has been a strong movement 
away from the traditional two-sided form of balance 
sheet, and 84 per cent of companies deduct current 
liabilities from current or total assets, in most cases as 
part of a vertical method of presentation. Many 


accountants believe that the UK is following trends in .': 


the USA in this respect, but this is surprisingly not 
the case. Over 94 per cent of USA companies adopt the 
formula that assets equa! liabilities plus shareholders 
interests, with assets usually shown in order of liquid- 
ity on the left hand side of a two-sided statement. This 
compares with a figure of 86 per cent 14 years ago, and 
it would appear, therefore, that there is a definite 
movement away from the present majority viewpoint 
in the UK, ie. fixed assets plus working capital equal 
shareholders interests plus long-term loans, 

It is interesting to speculate on the reasons for this 
rather different emphasis in presentation which has 
developed over the last few years. The answer may lie 
in different attitudes towards the definition of capital 
employed. In the UK the vast majority of account- 
ants and analysts regard capital employed as the 
equivalent of net assets, whilst in the USA more , 
attention is generally given to the total assets figure. 
Most accountants in the USA would argue that a 
proper return must be made on all assets, regardless of 
the credit situation, and it does seem that a small 
number of UK organisations are now accepting this 
approach to the definition of capital employed, e.g. 
the Centre for Inter-firm Comparison now com- 
pares profit to total assets in most of its profit com- 
parison exercises. Probably the strongest point in 
favour of the present UK majority viewpoint on 
balance sheet presentation is that working capital is 
clearly indicated to shareholders and analysts. Ad- 
mittedly the calculation of this figure from traditional 
type balance sheets is not difficult, but with an in- 
creasing number of companies facing liquidity prob- 
lems, the emphasis on the working capital situation 
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doés seem to be a very important and worthwhile 
change in financial statement presentation. · 


Shareholders funds 

Companies in both countries usually provide a balance 
sheet sub-total indicating shareholders funds (stock- 
holders or shareholders equity in USA). This is 
usually the result of an addition involving issued share 
capital and reserves, although some companies, where 
preference shares exist, provide sub-totals for equity 
shareholders funds and total shareholders funds. The 
heading reserve is not widely used in the USA” in 
the same sense as it is in the UK, and one usually finds 
the heading retained earnings used as the final item in 
the composition of shareholders funds. Several terms 
are used to describe the equivalent of the UK share 
premium, the most popular ones being capital surplus, 
capital paid in excess of par value, and additional paid- 
in capital. In most cases USA companies have avoided 
the multiplicity of reserves that are maintained in the 
UK, e.g. there were over twenty types of reserves 
maintained by the 300 companies involved in the sur- 
vey, and this does seem an appropriate time to ask if 
such a large number of reserves is really justified. It is 
interesting to note that although shares of no par value 
are fully accepted in the USA (unlike the UR), well 
over 80 per cent of USA companies do use par values. 
It will be interesting to see what happens in the UK 
if shares of no par value are approved in the next 


Companies Act. 


Fixed assets 

The vast majority of companies in both countries show 
property, plant, equipment, and other similar assets at 
historical cost, less depreciation if appropriate. In the 
UK, however, an increasing number of companies 
arrange periodic revaluations of their property, but 
this practice is frowned upon in the USA under an 
opinion published in 19651 which stated that such 
assets should not be written up to reflect current 
values which are above cost. As a result virtually all 
property is shown at cost. At first glance the position 
may appear better in the UK with nearly two-thirds of 
companies arranging some degree of property revalua- 
tion, but many of these valuations took place several 
years ago, and only 12 per cent of companies arranged 
property revaluations in 1969/70. This latter figure 
may be misleading, however, as it does not necessarily 
mean that all company property has been revalued. 
Recent company legislation in the UK probably means 
that companies now provide considerably more in- 
formation on their fixed assets than their USA counter- 





19 See AICPA Accounting Terminology Bulletin No. 1, 


X953. 
11 APB Opinion No. 6. 
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parts e.g. full details of yearly additions and dis- 
posals are now compulsory, and a division is required 
between freehold and long and short-term leasehold 
properties.!3 There is also a rather vague clauset? 
concerning the market value of land, which has not so 
far produced many professional valuations (only 
eight out of 300 companies). This type of information 
is generally disclosed in attached notes, or in the 
directors report, rather than on the face of the balance 
sheet. | 


Goodwill 

The treatment of goodwill appears to be very similar 
with about half of the companies in both countries not 
showing goodwill in the balance sheet. In most cases 
goodwill, where it is shown, arises from the excess of 
cost over book value of acquisitions. In both countries 
there is no really consistent policy on the writing 
down of goodwill. In the USA, there appears to be an 
almost equal split between those companies that retain 
goodwill at cost and those that write down the original 
value, but similar information is not available in the 
UK. Professional recommendations may make sub- 
stantial differences in this area in the future. In the 
USA an opinion was issued in 1970, and included the 
requirement that the cost of all intangible assets 
acquired after 31 October, 1970, should be written off 
over a period not exceeding forty years. An exposure 
draft on this subject is expected in the UK in the near 
future. In both countries today goodwill and other 
intangible assets are usually shown under a separate 
heading, and are not generally included with other 
fixed assets. е 


Stock and work in progress 

Information regarding the composition of stock (or in- 
ventory as it is described in the USA) is not as common 
as one would hope in either the UK or the USA. Nearly 
40 per cent of the companies in both countries use a 
general heading without any sub-divisions. Other 
companies do provide information regarding raw 
materials, finished goods, work in progress, consum- 
able stores, etc. which is naturally very useful to the 
external analyst. In the UK details usually have to be 
published" regarding the method of stock computation, 
but this generally produces the simple but not very 
helpful information that stock is valued ‘at the lower 
of cost and net realisable value’. In the USA, over 85 
per cent of companies state the basis of all or some 
valuations as ‘the lower of cost or market value’, the 
latter being generally understood to mean replacement 





18 Companies Act 1967, Schedule 2, 11. 
13 See Companies Act, 1967, Section 16. 
24 APB Opinion No. 17. 

18 Companies Act 1967, Schedule 2, Ії. 
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cost. Information relating to the determination of cost 
is not compulsory in the UK and only 41 per cent of 
companies provide relevant information, which in 
most cases is concerned with the amount of overheads 
included in cost. USA companies generally provide 
more information in this respect, and it is interesting 
to note that the last-in first-out (LIFO) method of 
stock valuation (not accepted in the UK for tax pur- 
poses), which was the most popular method of valua- 
tion in 1955, largely because of taxation considerations, 
is now third in the list behind the first-in first-out 
(FIFO) and average cost methods. 


Investments 

One of the balance sheet headings that presents most 
difficulties is undoubtedly that of investments, and 
there are many similar problems in both countries. 
With investments other than subsidiaries there is the 
problem of whether such items should be shown under 
current or fixed assets, or under an entirely separate 
investment heading. Most UK companies favour a 
separate heading, although a few include such items in 
current assets and a very small number in fixed assets. 
In the USA investments are usually shown under a 
separate heading where they are made for the pur- 
poses of control, affiliation or other business advantage. 
One of the major areas of current controversy relates to 
the treatment of substantial but not controlling inter- 
ests in other companies, especially as far as income and 
valuation are concerned. The first ICA statement was 
on this subject? and there have been similar opin- 
ions" and pronouncements in the USA. The recent 
USA survey did show, however, considerable differ- 
ences of opinion still remaining concerning the valua- 
tion of investments in such cases. As far as subsidiary 
companies are concerned legal regulations in the UK 
do seem to have produced more consistency regarding 
treatment and presentation than is the case in the USA, 
where over one-third of companies do not at present 
consolidate all their North American subsidiary 
holdings. This heading will undoubtedly occupy a 
very prominent place in balance sheet examinations 
-over the next few years, and obviously deserves far 
more consideration than this article can provide. 


Other balance sheet headings 

Current and long-term liabilities do create some 
difference of opinion, especially with some borderline 
items which might appear under either heading, e.g. 
UK taxation based on the current year's profits, but not 
payable for at least one year. Long-term liabilities such 
as loans and debentures (usually described as long- 
term debt in the USA) are usually shown next to share- 


16 Accounting Statement No. 1, 1971. 
1 See Opinion No. Io. 
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holders funds, although a small number of UK com- 
panies (under 10 per cent) deduct such items from total 
or fixed assets. There is some confusion about other 
long-term liabilities, e.g. pension or retirement plans, 
compensation, etc. especially when the vertical type of 
presentation is adopted. Generally they are regarded as 
part of capital employed but in some cases they are 
deducted from assets, together with current liabilities. 
Current assets apart from stock do not create any 
great difficulties. Debtors (described as receivables or 
accounts receivable in the USA) are shown in a similar 
manner in both countries, although USA companies 
seem to provide more information on possible bad 
debts. Factoring is probably used to a much larger 
extent inthe USA, and one-eighth of the balance sheets 
examined mentioned that receivables were being used 
for financing. Information provided in UK balance 
sheets on the use of debt factoring is very small, al- 
though one assumes that an increasing number of 
companies are using this short-term method of finance. 


Additional accounting statements 

One of the most significant recent developments in 
accounting statements in the USA has been the wide- 
spread publication and acceptance of funds flow 
statements. These statements, which are usually con- 
cerned with the sources and applications of working 
capital, are produced by over 90 per cent of USA 
companies (21 per cent in 1955), as compared with 14 
per cent in the UK. The form of the statement does 
vary considerably as those who have examined ОК: 
statements will know only too well. The information 
contained therein is, however, being accepted as of 
very great value, especially by those financial analysts 
who are very much concerned with company liquidity. 
This statement is not compulsory in either country at 
the present moment, although an official USA 
opinion?? did suggest that they were extremely useful 
as supplementary information. It seems probable that 
an exposure draft will be issued on this subject in the 
UK in the near future. 

Many companies now provide an historical review 
of some of the more important items that have appeared 
in the accounts in past years. In the USA nearly 90 
per cent of companies provide such a statement cover- 
ing a period of five years or more. In most cases the 
statement provides both operating and balance sheet 
data. In the UK 77 per cent of companies provide 
historical summaries. In both countries the ten-year 
statement is now most popular, with about one-half of 
the companies involved providing such statements. 
In many companies this is a fairly recent development, 
and it is encouraging to see how widespread this 
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practice has now become, in addition to the more 
normal practice of providing data for the previous 
year. ` 


Conclusions 

This article has attempted to examine very briefly 
some ofthe more important similarities and differences 
in UK and USA published accounts. Those who desire 
to examine items in more detail should refer to the 
publications already mentioned. Obviously admini- 
strators in both countries can learn a considerable 
amount from an examination ofeach other’s legislation, 
recommendations, and the general content and 
presentation of the annual report and accounts. There 
are many similarities, although this does not neces- 
sarily mean that items are being dealt with satis- 
factorily. The main accountancy bodies in both 
countries are thinking very hard about possible state- 
ments and opinions in order to produce more consist- 
ency and comparability in published accounts. There 
are also many differences, and in some respects it does 


seem that we are definitely in advance of the USA in ' 


general presentation and in the compulsory disclosure 
of some very worthwhile and important accounting in- 
formation. On the other hand there is much that we can 
learn from the USA and sore of the more important 
questions that come to mind can be summarised as 
follows: 

т. Why cannot UK companies provide more in- 
formation on the actual cost of goods sold? The dis- 
closure of sales figures where sales exceed £50,000 
was made compulsory by the Companies Act, 1967,19 
but there was no similar provision regarding the cost of 
goods sold. As a result only seven out of 300 companies 
provide this type of information. Many companies 
would claim that the disclosure of this information 
would be providing competitors with invaluable ac- 
counting data. This argument was put forward, how- 
ever, when sales disclosure was being argued about, 
but since disclosure was made compulsory in 1967, 
companies have not claimed any substantial damage. 
In the USA disclosure of the cost of goods sold does 
not seem to have damaged quoted companies. Com- 
pulsory disclosure of this information in the UK is 
probably some way off and should perhaps be re- 
stricted to public companies, but there seems little 
reason why the largest UK companies should not now 
begin to provide more voluntary information on this 
type of expenditure. 

2. Why cannot more precise and detailed informa- 
tion be provided on the methods of stock valuation and 
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depreciation? The present system in the USA is by 
no means ideal, but more detailed information on 
these items is certainly provided in that country. There 
seems little reason why UK companies should not dis- 
close the methods and rates of depreciation adopted for 
different types of assets, and any differences that may 
exist between book and taxation figures. As far as stock 
and work-in-progress is concerned one would like to 
see a breakdown of stock into a number of relevant 
categories, e.g. finished goods, work-in-progress, raw 
materials, etc. Moreinformation is also required on the 
precise methods of stock valuation, especially on the 
definition of cost, e.g. what overheads, if any, are in- 
cluded in stock figures, and what approach has been 
adopted to overall valuaton (FIFO, average or 
standard cost, etc.). Action is required urgently on 
this subject, and this may come about through a 
statement on the disclosure of accounting principles 
that is expected to be produced on this subject in the 
near future. 

3. Why cannot the vast majority of UK companies 
provide information regarding their sources and uses of 
cash and/or working capital. This is now generally 
accepted in the USA, but developments have been 
much slower in the UK. These statements are not in- 
tended to take the place of traditional accounts, but 
are designed to provide much needed supplementary 
information on company liquidity. Some companies 
claim that analysts can prepare these statements them- 
selves, but this can be an extremely difficult task, and 
it is no real justification for a refusal by companies to 
supply this relatively simple statement. Once again an 
exposure draft is expected on tbis subject, but in the 
meantime it is hoped that there will be a definite in- 
crease in the provision of this type of information. 

In these three areas of accounting information we 
can definitely learn from practice in the USA, just as 
we are currently considering USA practice with re- 
gard to extraordinary profit and loss items. Similarly 
these are many areas where the USA can learn from us, 
and it is hoped that in some areas where practices are 
at present equally unsatisfactory we may take the lead 
in future developments. There does appear to be some 
possibility of this in the consideration of price-level 
accounting going on at the present moment. In the 
long run there must be increased disclosure of rele- 
vant-accounting information, and it is hoped that this 
article has helped to pinpoint some areas where im- 
provements can be obtained without too much 
difficulty or controversy, and other areas where in- 
evitably there will be considerable differences of 
opinion but on which some positive action is definitely 
needed. 
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A Risk Analysis Approach to Marginal Cost 


Pricing: a Comment 
J. F. Flower 


In an article in the first issue of Accounting and 
Business Research John Sizer described how risk 
analysis could be applied to the problem of fixing 
prices under conditions of uncertainty — ie. when 
there is doubt about the precise amount that will be 
sold at a given price. Since almost all pricing decisions 
are made under these conditions clearly this method 
has great relevance. I believe that risk analysis is a 
great advance over those methods which use only a 
single estimate of the quantity sold at a given price. 
However I also believe that the method as used by 
John Sizer contains a weakness that seriously reduces 
its practical value. 

The weakness is in the way that John Sizer describes 
uncertainty. He uses the discrete probability density 
function, which states (for any given price) the proba- 
bility of a certain quantity being sold. Table x (repro- 
duced from his article) gives the discrete probability 


TABLE 1 
Probabllity of selling certain quantities 
when selling price Is fixed at £18.00 


q 
6,840 
7,600 
8,360 


р 
0-20 


0:50 


density function when the selling price is fixed at 
£18.00. The objection to this way of describing un- 
certainty is that it allows for only three possibilities. A 
verbal translation of Table г is: ‘given a selling price 
of £18.00, there are three possible outcomes – a 20 per 
cent chance of selling 6,840 units, a 50 per cent chance 
of selling 7,600 units and а 30 per cent chance of 
selling 8,360 units’. In most cases this is an inadequate, 
even wrong, description of the situation. In fact the 
probability of selling exactly 7,600 units is minute. 
John Sizer recognises this for he writes: ‘It will be 








appreciated that the decision-maker is not saying that 
ata price of £18.00 there is a 50 per cent probability of 
selling exactly 7,600 units . . . In the original calcula- 
tion 7,600 units as the most likely estimate was taken 
to be representative of the whole range of possible 
values.’ In my opinion this is not good enough — for 
two major reasons: 

I. Table т does in fact state that there is a 50 per cent 

chance of selling exactly 7,600 units. All subsequent 

mathematical analysis is based upon this statement 
and depends upon it for its validity. 

2. Managers are confused at being asked to describe 

uncertainty in terms of the precise figures used in 

Table 1. They do understand the precise meaning 

of Table 1 and reject it as nonsensical. Often they 

find it impossible to provide the researcher with the 
precise information necessary to complete the table. 

Furthermore seeing that the whole analysis is based 

upon figures which they regard as meaningless they 

will lose all faith in the whole process. 

Al that is required to rectify the situation is a better 
method of describing uncertainty. As John Sizer indi- 
cated in his footnote 12, this is already available in the 
form of the continuous cumulative probability 
function. Essentially this function is based upon 
answers to the question: "What is the probability 
that sales will be less than X units.’ An example of such 
a function is given in Table 2, which in fact uses the 
same data as Table 1. It describes the manager's 
feelings about future sales in a way consistent with 
Table 1 — however in my opinion in a much more 


TABLE 2 

Probability that sales willl be below the 
stated amount, given a selling price of 
£18.00 


q 
8,740 
7,980 

7,600 
7,220 
6,460 


p 
1:00 


- 0:70 
0-45 
0-20 
0-00 
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realistic and sensible way. Table 2 states that there is 
no chance of sales being less than 6,460 units. What- 
ever happens sales will be 6,460 units or more. 
Similarly it states that there is no chance of'sales being 
more than 8,740 units. This may not be immediately 
obvious, but a moments reflection will indicate that 
this is the necessary inference from the data in Table 2. 
If there were a 1 per cent chance of sales being over 
8,740 units, then the probability of their being less 
than 8,740 units would be 99 per cent — not 100 per 
cent as given. The chance of sales being between 
6,460 and 8,740 units can also be calculated: it is 20 
per cent. This is a similar statement to that in Table 1 
which gives a probability of 20 per cent of selling 
exactly 6,840 units. However Table 2 gives a range of 
possible values for sales — not an exact quantity — and 
as such is much more sensible. Further calculations 
using the data of Table 2 indicates that there is a 25 
per cent chance (0:45 less 0-20) of sales being between 
7,220 and 7,600 units, a 25 per cent chance of their 
being between 7,600 and 7,980 units and a 30 per cent 
chance of their being between 7,980 and 8,740 units. 
These ranges and probabilities are implicit in the data 
of Table 2. I believe that most managers would under- 
stand the meaning of the data in Table 2 and would 
make a reasonable effort to supply the necessary 
figures. Thus most managers would be prepared to 
hazard a guess as to the minimum and maximum sales 
quantities. The intermediate figures may be more 


FIGURE 1 
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difficult to arrive at, but it is not necessary for the 
manager to use exactly the terminology of the cumula- 
tive frequency distribution. Table 2 could be con- 
structed from the following hypothetical remarks of 
a sales manager: ‘Sales will most likely be around 
7,600 units. There is no chance that they will be above 
8,740 units or below 6,460 units. There is a one in five 
chance of their being below 7,220 and a three in ten 
chance of their being above 7,980 units.’ | 

The distribution described in Table 2 is continuous ; 
it allows for the possibility of the sales quantities taking 
on different values between the points stated in the 
table. In fact Table 2 indicates nothing about these 
precise values so the assumption has been made that 
between any two points given in Table 2 (say between 
6,460 and 7,220 units) each sales quantity has an equal 
probability of being achieved. This is a very reason- 
able assumption. Its effect is best illustrated by means 
of the graph of the cumulative probability function 
given in Figure 1, which shows straight lines between 
the known points. 


1 If it is thought that this is an inadequate description of 


the uncertainties — that a smoother curve is desirable — this 
would indicate the necessity of questioning the manager 
further in order to establish further points on the distribu- 
tion. However, in my opinion, normally this would be wasted 
effort; an attempt to introduce greater accuracy in a situation 
where it probably does not exist (the manager will have 
extreme difficulty in stating his probabilities more precisely) 
and where its influence on the final result will be negligible. 


Cumulative probability function (Selling price £18-00) 


Probability 1-0 
that sales 

will be 

below the 
given figure · 





8:5 9-0 
Sales (£,000) r 


5 
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The equivalent continuous cumulative probability 


— distributions for the other variables used by John 


Sizer appear in Tables 3 and 4. Tables 2, 3 and 4 
specify the input used to calculate a statement of the 
expected outcome of each possible strategy (fixing 
selling price at £18.00, £18.50 or £19.00). This 
entails a great deal of calculation and therefore is best 
left to a computer. The most difficult parts of the 


TABLE 3 

Probability that sales will be below the 

given quantity 
Selling price 


Selling price 
£19.00 


TABLE 4 

Probability that unit marginal cost will be 

below the given amount ; 

£ 

13:125 
12:375 
12-000 
11:750 
11:250 





computer programme deal with the processing of the 
cumulative frequency distributions of the input and 
the analysis of the output. In fact these tasks can be 
performed by subroutines – sub-programmes written 
beforehand by professional programmers thatareavail- 
able in the computer's ‘library’ ready for use as and 
when required. These subroutines take a considerable 
amount of time to develop. Those used to process the 
date of Tables 2, 3 and 4 were developed by Mr K. N. 
Bhaskar and myself at the London School of Eco- 
nomics over a two-year period. However once the sub- 
routines have been written, the variable cost of using 
them is very small. А short computer programme is 
written that ‘calls’ the required subroutines and 
indicates how they should be used. 

The programme used in this case was trivial. It took 
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some twenty minutes to write and used up about 17 
seconds of computer time. It produced as output the 
statistics given in Table 5 and six graphs, two for each 


TABLE 5 
- | Total contribution 
Selling price 


Standard deviation 
£4,833 
£4,379 
£4,351 


Expected value 
£18.00 
£18.50 
£19.00 


strategy. Those for the selling price of £19.00 are 
given in Figures 2 and 3. It is up to the manager him- 
self whether he prefers to use the statistics or the 
graphs; most managers will probably use both. In 
fact the grapbs present more information in a less 
condensed form. Figures 2 and 3 present identical 
information in rather different ways. Figure 2 is 


‘the probability density function. The probability of 


a particular contribution being achieved is indicated 
by the height of the curve about the x axis. Figure 3 
is the cumulative probability function; here the 
probability of a particular contribution being achieved 
is measured by the steepness of the curve’s slope. 
Since it is easier for the eye to gauge the height 
of the curve rather than its slope, most managers 
would probably prefer to use the probability density 
fanction. Personally I prefer to use the cumulative 
probability function: it presents the output in a way 
consistent with the input and the meaning to be 
attached to what is measured on the y axis is far clearer 
with this function than with the probability density 
function. As can be seen from the example given in 
Table 2, the precise meaning to be attached to what is 


measured on the y axis is rather complex. 


I hope that this short note has made it clear that the 
use of risk analysis in pricing decisions is both a 
realistic and an economic proposition. The modifica- 
tions that I have suggested to John Sizer’s basic method 
are desirable in that they make the whole process more 
meaningful, and hence more likely to be applied in 
practice. The use of a computer makes the complex 
calculations feasible; in fact it reduces the computation 
cost to such a small sum that this cannot now be a bar 
to the use of risk analysis. I would like to join with 
John Sizer in urging its more widespread use in 


industry. 
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Depreciation 

by W. T. BAXTER 

This book is a detalled study of the depreciation of fixed assets. This topic is important in its own right, but the 
author relates it to the basic framework, of accounting principles, and so is able to suggest important developments 
within this framework as well as practical procedures that will help the accountant in his everyday work. The _ 
book covers topics such as tax," Investment allowances, and the effects of inflation. It describes how a company’s | 
depreciation policies have a feed-back to general finance. It high-lights the need for the rational valuation of fixed 
assets In company reports, in calculations of.return on investment, and In Income determination. These matters 
are already of great importance to managers, accountants, and financial experts, and will be made still more 
important by the continuing expansion in the use of industrial equipment. 
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Tax and Estate Planning 
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The book is now in four parts. Part 7 deals with taxes on income and on capital and Is Itself In four divisions, 
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states the principles of stamp duties, and Part 4, entitled Tax and Estate Planning, deals briefly with the kinds of 
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divorce and separation, wills, pension schemes and golden handshakes. 
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Accountants and the Tax System 


C. T. Sandford and P. N. Dean 


1. Introduction — the research 

This article is based on data derived from a research 
project on the hidden costs of taxation undertaken by 
a small research team at the University of Bath.! The 
research sought to identify and, where possible, 
quantify some of these hidden costs; in particular, 
although not exclusively, it was concerned with 
‘compliance’ costs — costs in time and money which 
taxpayers are obliged to incur in meeting the require- 
ments of the tax system, over and above the tax pay- 
ments they make to the Revenue. The emphasis of 
the study was on the hidden costs of personal direct 
taxes, but some incidental evidence emerged from the 
survey on other costs, particularly those connected 
with corporation tax. The kind of question which the 
research sought to answer was: ‘What are hidden 
costs?; ‘How heavy are they”; ‘What are their 
characteristics?’ ; Which taxpayers incur most hidden 
costs? ; ‘Which are the parts of the tax system which 
particularly give rise to hidden costs?". The research- 
ers hope that in lifting the veil a little on ‘hidden 
costs’ the existence and nature of these costs may be 
more clearly recognised and taken into account in the 
on-going attempts at tax reform. 

The research was made possible by grants from the 
Social Science Research Council and the P. D. Leake 
Trust; the authors-wish to express their thanks to 
both bodies. Thanks are due to the many hundreds of 
people who gave time and often special expertise to 
assist the research. It is not possible to list them all, 
but for that part of the research presented here 
special mention should be made of the past President 
of the English Institute of Chartered Accountants, 
Mr C. Croxton-Smith, who kindly commended the 
research to his members; to Mr S. Kitchen, Mr D. R. 
Gray and Mr D. J. Ironside of the Institute who 


1 The authors wish to acknowledge the help of :Mrs D. 
Fears of Bath University who advised on the statistical 
aspects of the enquiry and of Mr B. Epps and Mr W. 
Moger who assisted in analysing part of the data. 


generously acted as an advisory committee; to Mr 
D. S. Morpeth, who first encouraged the Council оѓ. 
the Institute to give their general blessing to the pro- 
ject; to Mr H. R. Clark, Under-Secretary (Technical), 
for continued helpfulness; to Mr J. Llywelyn Jones 
for some very perceptive comments on the draft; and 
not least, to the large numbers of accountants who 
filled in questionnaires and allowed themselves to be 
interviewed — without whose help nothing at all could 
have been accomplished. We sincerely hope that they 
will feel that the results justify the trouble they took. 

The research in its entirety consisted of a two-stage 
sample survey of personal taxpayers; a survey of tax 
advisers covering accountants and the income tax | 
departments of banks; a study of the tax queries 
received by enquiry bureaux of newspapers and those 
received by Citizen’s Advice Bureaux. This report is 
concerned with one aspect only of the research study ~ 
the survey of accountants.” 


2. The accountants’ survey — method 
and scope 

The survey of accountants was conducted by mail 
questionnaire, by interview and by a supplementary 
questionnaire (referred to throughout this report as 
the ‘supplementary questionnaire’ to distinguish it 
from the original main questionnaire). 


Methodology 

The objective was to survey a representative sample 
of all accounting firms in private practice in England 
and Wales so that, within the limits of normal random 
sampling errors, it would be possible to generalise 
about the whole. The latest membership lists of four 
professional bodies provided the source of the sample 
frame: The Institute of Chartered Accountants in 
England and Wales, The Institute of Chartered 


з The findings of the whole research study will be pub- 
lished in book form towards the end of 1972 or early in 1973. 
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Accountants of Scotland, The Association of Certified 
and Corporate Accountants, and The British Associa- 
tion of Accountants and Auditors. The Chartered 
Accountants of England and Wales were of over- 
whelming importance in the sample with Certified 
and Corporate Accountants providing a sizeable 
minority of the whole, and indeed, a majority of sole 
practitioners; the number of members of the other 
two bodies was naturally comparatively insignificant. 
The sample was restricted to practising accountants 
(who are distinguished in the institute membership 
lists from the qualified man not in practice) following 
their profession in England and Wales and the unit 

. sampled was the branch, not the firm or practitioner 
(although, of course, with single branch firms, firm 
and branch are identical and with sole practitioners 
the practitioner for these purposes is the firm). The 
branch rather than the firm was chosen as the unit 
because we learned that most firms with branches 
kept separate branch accounts and thus many of our 
questions could only be answered at branch level? 
The consequences of choosing the branch as the unit 
were that the probability of a firm being chosen was a 
multiple of the number of its branches; and that 
sampling by branch gave a more representative 
geographical coverage than sampling by firms, which 
would have heavily over-weighted London and 
provincial capitals. 

The procedure followed was to list all branches 
according to size, as measured by number of partners; 
particular problems arose with mixed membership 
firms, where the size of firm had to be estimated by 
cross-references between the membership lists. We 
identified 7,714 separate branches of professional 
accountants in England and Wales. The sample was 
made directly proportional in size to number of 
branches for each branch size of up to ten partners; 
but to have used the same proportion for partner 
sizes of 10 to 15 and 16-+ would have given us only 
9 and 5 branches respectively in our sample in those 
ranges; a poor response or abnormality in a single 
respondent branch would then have resulted in 
unrepresentative results. Hence the number of 
branches in the sample was weighted by a factor of 
two for partner size 10 to 15 and a factor of four for 

‘partner size 16+. : 

Within each size group the branches to comprise 
the sample were chosen by systematic random samp- 
ling methods. Table 1 summarises the composition of 
the sample by size groupings. 

Members of the sample were sent a copy of the 
questionnaire, an accompanying explanatory letter 

* Our subsequent experience suggested that small firms 


with several branches more generally kept one set of records 
for the firm; large firms kept separate branch records. 
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TABLE 1 
Sample construction for questionnaire and 
interview 
Sample size 
No. of Un- Weight 
branches weighted 
2,308 (29-9) 60 


Partner 
size 


Weighted 


60 (26-8) 
79 (35-3) 
47 (21-0) | 
18 (8-0) 
20 (8-9) 


3,064 (39-7) 79 
1,815 (23:5) 47 
348 (4-5) 9 
178 (2:3) 5 


7,714 (100) 200 224 (100) 


Percentage in brackets 


inviting their assistance and a pre-paid printed post- 
card which contained boxes to be ticked for accep- 
tance or refusal, and a space for the name of the 
person to be approached for arrangements to inter- 
view. Those who agreed to complete the questionnaire 
but did not want an interview returned tbe question- 
naire directly by post; those who agreed to an inter- 
view were sent a copy of the interview schedule 
shortly before the interview and their questionnaires 
were normally collected by the interviewer. Those 
who refused outright sometimes did so by return of 
the printed card, sometimes by letter. Those who 
failed to reply at all were reminded by a second letter, 
accompanied by a further copy of the questionnaire, 
indicating that even a partial completion would be 
helpful; if this were not possible they were asked to 
complete a short form indicating their reasons for 
non-response. 

А number of letters in reply to the original request 
explained why the writers felt they could not co- 
operate; we encouraged every sign of willingness to 
help and some accountants who felt unable to com- 
plete the questionnaire agreed to be interviewed. 
Others wrote with queries, mainly of two kinds: 
problems of the consistency of the data for the two 
years on which information was sought, e.g. because 
of a merger; and queries arising from the nature of 
the branch chosen, e.g. that it had ceased or was only 
a postal address or dealt only with particular (non- 
tax) matters. In the first group of cases, if the firm in 
our sample had completely lost its identity we were 
prepared to accept data for the firm which took it 
over; but where the firm had not lost its identity we 
sought 1970 data relating to that firm only, despite the 
fact that it now constituted part of a larger organisa- 
tion; where data on a comparable basis could not be 
provided for 1965 and 1970, we asked for 1970 data 
only. In the second case, where the branch chosen in 
the sample was inappropriate we substituted another 
branch which did the work of the non-available 
branch. 


А 
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TABLE 2 
Overall response rates 


Question- Question- 
naire and пате 
interview only 


Number 


Percent of maximum 
potential traspone 





Response rates for questionnaire and interview 

In five of the 224 cases comprising the sample, the 
questionnaire was returned ‘address unknown’ or we 
were informed that the practice had ceased, leaving a 
maximum potential response of 219. The overall 


response rates are set out in Table 2. Eighty-two - 


accountants (37:4 per cent) completed a question- 
naire and/or were interviewed. 

- The non-respondents were those from whom по 
reply at all was received. The refusals included 42 
who replied by the standard card and 38 who gave 
some reason for refusing; sometimes the 'reason' 
given was insufficiently explicit to be meaningful, e.g. 
‘not in a position to help’ (2); but of those who provi- 
ded meaningful answers the largest number, 12, said 
that they were too busy; 11 indicated that the infor- 
mation was not available or the figures were not help- 
ful; seven said they were too small and four mentioned 
mergers or internal reorganisations. 

A more detailed breakdown suggests that response 
was highly and positively correlated with sampled 
size. Table 3 shows the combined response rates for 
questionnaires and for interviews by branch size 
according to the sample data, but, as we explain below, 
there are considerable discrepancies between actual 
size and sampled size. 


TABLE 3 | 
Response rates by sample size of branch : 
| Sizeof Question- Interview Question- Maximum 
naire response naire potential 
response and/or respanse | 
interview 
response 


10-15 
16+ 


| All sizes 


Percentages In brackets 


Interview Question- 





Refusals Non- 


only naire respondents 


and/or 
interview 


The supplementary questionnaire 

The supplementary questionnaire was a re-survey of a 
group of 24 of the sixty accountants who had already 
been interviewed, chosen on the basis of our sub- 
jective estimate of their reliability and willingness to 
help; we asked some of those who seemed to us, from 
our interview experience, to be both very knowledg- 
able and willing to accept a further burden on their 
time in the interests of the research. The objects of 
the supplementary questionnaire were two-fold: firsi, 
to obtain data which would enable us to present some 
of the findings which were emerging from the inter- 
views in a more precise and quantitative form; second, 
to help in an assessment of some of the changes pro- 
posed in the budget of 1971, introduced after the 
completion of the interviews. Because the supple- 
mentary questionnaire included detailed questions on 
what fees the recipient would charge for certain 
hypothetical tax situations, it was thought proper to 
provide for anonymity of answers. Each accountant 
was sent a card with the questionnaire, to. be posted 
to us separately from, but at about the same time as, 
the anonymous questionnaire was returned. We 
would thus know from whom replies had been re- 
ceived, but be unable to connect a reply with a par- 
ticular firm. Of the 24-accountants sent the supple- 
mentary questionnaire 19 completed’ it — a response 
rate of 79:2 per cent.. The actual size of the branches 
from which a supplementary ipe was. 
nereived is. eee Cabin abled: 


TABLE 4 
Actual size of branches completing the 
| supplementary questionnaire 


Size 0-1 2-3 4-9 10-15 No Total 
| group information 


Number 
of replies 


1 9 8 1 1 20 
* Includes an unidentifiable branch from which а card 
but not a questionnaire was received 





The scope of the inquiry 

The questionnaire sought comparative data for early 
1965 and for 1970 on the staff engaged in tax work, 
the costs incurred, the change in numbers of tax 
clients and in fees for tax work; also data with which 
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to compare these figures such as the staffing of the 
firm as a whole, changes in the total number of clients 
and total gross fee income. Questions were also asked 
on the relative profitability of different kinds of work. 

The interview posed open-ended questions on 
those aspects of tbe tax code particularly costly for 
accountants.to administer, the wording of the tax 
legislation, tax payer comprehension, inequities in the 
tax system, changes in the speed and efficiency of the 
Inland Revenue, and attitudes to avoidance. It also 
included questions on the growth and profitability of 
tax work — and concluded with an invitation to the 
respondent to comment on any aspect of the main 
direct taxes which seemed to him to be relevant to the 
purposes of the survey. 

The supplementary questionnaire postulated a 
series of detailed situations mainly relating to capital 


"+ gains tax, but also to income tax and surtax, requesting 


the accountant to estimate the fee he would charge 
for investigating, calculating. and negotiating the 
taxpayer’s liability with the Inland Revenue. It also 
contained questions on the possible effect of capital 
gains tax in encouraging clients to cling on to par- 
ticular assets; on the old and the new exemption 
provisions for gains tax; and the frequency with which 
the services of professional valuers were required for 


Limitations and characteristics of the data 

The data on which the analysis and findings are 
drawn suffers from distinct limitations. First, the 
sources from which the sample frame was constructed 
were out of date and inaccurate. Partly this deficiency 
is an inevitable product of time-lag between the date 
of preparation of data for а published membership 
list and its utilisation for the survey; even where 
membership lists are published annually, using the 
latest available list may still mean using data 18 
months old. But the inaccuracies in membership lists 
were not the product of the publication time-lag 
alone; presumably the accuracy of the lists depends on 
members’ willingness to keep their professional in- 
stitutes informed of changes, and not all members do 


this conscientiously, as became obvious when we 


received replies such as “This branch, or firm, ceased 
to exist five years аро’; or “This firm was merged with 
X in 196X’. Deficiencies resulting from the failure to 
keep records up-to-date have been accentuated by the 
rapid changes in the constitution of partnerships. 
Between 1965 and 1970 amongst the 82 respondents 
to the survey there were 24 mergers or amalgamations, 
two reductions due to loss of a partner who set up on 
his own and two new firms established: thus more 
than one-third of the respondent firms had changed 
their structure between 1965 and 1970. Inevitably 
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these factors meant inaccuracies in the sample frame. 

There were additional reasons for errors in the 
partner size of the branches used in the sample frame. 
An element of guess-work entered into the estimation . 
of the partner size of firms of mixed membership; 
further, the number who were nominally partners 
according to the membership list is not the same as 
the number of full-time working partners of a branch. 
A comparison of the actual size of the seventy 
branches for which data was collected by question- 
naire with the sample size of the same firms showed 
that only in 37 out of the 70 did the actual and 
sample size correspond. The biggest discrepancy arose 
from an over-estimation in the sample frame of the 
number of working partners of branches of the larger 
firms, where not one of the nine branches recorded in 
the sample with a size of 16-+ partners proved to be 
in that actual size category. 

Clearly the use of the branch as the basic unit 
carried difficulties of its own and the occasional sub- 
stitution of other branches for that chosen (as outlined 
above) reduced the representativeness of the sample; 
but as we have indicated, there is reason to believe 
that the use of the firm as the unit would have pro- 
duced even less satisfactory results. 

A further important limitation of the data derives 
from the comparatively poor response rate, especially 
in the smallest size of firms.* Added to this is the 
problem that not all firms who did respond were able 
or willing to complete the whole of the questionnaire. 
The changes in the constitution of practices, already 
referred to, reduces the number for which compara- 
tive data is available for 1965 and 1970; and, even 
where there had not been such changes, not all firms 


: were able to provide the figures which we sought. 


What are the implications of these deficiencies for 
the research findings? 'They mainly affect the use to 
which the data from the questionnaire can be put. If 
the responses could have been regarded as an accurate 
representation of the firms in each size category, 
within the normal limits of random sampling, then it 
would have been possible to estimate the total fees 
paid to accountants for tax work and hence to measure, 
for England and Wales, probably the largest single 
element in the compliance costs of direct taxation. 
The deficiencies in the data make the results of any 
such attempt too unreliable to be worth pursuing.® 


* Many accountants were doubtless put off by the time 
required to complete the questionnaire properly, Had 
interviews only been sought, response would have been 
higher. But precisely because the data for the questionnaire 
required some searching in the firm's records, it was not of a 
kind to which spontaneous answers could be given in an 
interview. 

* In the full rescarch study, data collected from personal 
taxpayers does enable an estimate to be made of the total 
sums paid to accountants for personal tax work. 
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‘What can be obtained from the questionnaire is a 
. rather more qualitative assessment ~ clear indications 
` of direction of change and its broad order of magni- 
tude, but not precise measurement. Тће deficiencies 
are less serious for the validity of the interview data 
or the supplementary questionnaire, where there was 
never any intention of trying to ‘gross up’ the findings 
to obtain an aggregate figure for the whole country. 

It would indeed be misleading to leave the im- 
pression that the дата was completely lacking in re- 
presentativeness. The careful compilation of the 
sample has ensured that there is useful research data 
from firms of all sizes with a wide geographical spread 
throughout England and Wales. What is lacking, 
however, is the data on the total actual numbers of 
practices of each size group against which could be 
placed the practices actually included in the survey, 
sothatthe representativeness could be precisely judged 
and the numerical results of the sample grossed up to 
provide reliable figures for the whole ‘population’. 

Henceforward in our study, analysis is related to 
actual rather than sample size. The actual size of the 
70 practices for which questionnaires were completed 
and the 60 where interviews took place is set out in 
Table 5, whilst Table 6 gives a picture of the geogra- 
phical spread in England and Wales. Henceforward, 
too, the terms ‘branch’, ‘firm’, ‘practice’ or ‘partner- 
ship’ are used indiscriminately for branch as defined 
above. 

A further component of the geographical picture is 


TABLE 5 
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provided by the facts that 16 of the 70 question- 
naires (23 per cent) were completed by London 
branches, whilst the remaining 54 came in exactly 
equal numbers from towns with over 100,000 and 
towns with under 100,000 population. Of the 60 
interviewees, 13 (22 per cent) came from London, 
23 (38 per cent) from other towns over 100,000 and 
24 (40 per cent) from towns under 100,000 population. 

Two particular features need to be remembered in 
considering the survey findings. First, the timing of 
the survey — which is important for its relationship to 
tax policy measures; questionnaires were first des- 
patched in September 1970 and the interviews took 
place during the Autumn and Winter of 1970-71. All 
interviews were completed before the budget of 30 
March 1971; on the other hand, the Chancellor's 
decision to replace investment grants by a new system 
of allowances was announced during the interview 
period: a minority of interviews preceded it, the ` 
majority followed it. The supplementary question- 
naire followed the 1971 budget and was, indeed, 
partly framed to take account of its provisions. 

The second point to be borne in mind concerns the 
nature of the interview. Whilst interviews all followed 
the same structured pattern, the questions were used 
as pegs for a fairly free-ranging commentary by the 
respondent. At all times special care was taken to 
avoid prompting; if a question was not understood a 
paraphrase was given but not an example and all the 
questions were open-ended. This means that if, say, 


Analysis by actual size of practices for which questionnaires were completed or/and where inter- 


views took place 


0-1 2-3 


Questionnaires 
Interviews 


12(17) 
13(22) 


32(46) 
24(40) 


TABLE 6 


Numbar of Partners 


4-9 10-15 No Total 


information 


1(1) 
2(3) 


70(100) 
60(100) 


19(27) 
15(25) 


6(9) 
6(10) 


Percentages in brackets 


Analysis of geographical spread for interviews and questionnaires 


Registrar- General's standard regions 


Northern 

Yorkshire and Humberside 
North West 

East Midlands 

West Midlands 

East Anglia 

South East 

South West 

Wales 


Total 


Interviewees 


All All 


questionnaires 


Questionnaire 
only 


Interviewees 


only 
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ten accountants make a particular point in answer to 
one of the questions, it does not follow that the other 
respondents disagree with this point; they might well 
agree, but we do not know, because they never thought 
of saying it at the time. Thus the numbers recorded as 
giving a particular response are the minimum who 
held this view. 


3. Effects of tax work on the growth 
of professional accountancy 

The five years from 1965-70 saw massive changes in 
direct taxation. New taxes were imposed: the long 
term capital gains tax and corporation tax were intro- 
duced; there was a ‘once and for all’ special charge; 
and investment grants replaced investment allow- 
ances. The period saw frequent tax amendments not 
only of the new taxes, which suffered serious teething 


m J troubles, but also of income tax, surtax, and estate 


duty. Further, during 1965-70, the overall level of 
taxation rose markedly; and tax revenue probably 
rose faster, both in monetary terms and as a propor- 
tion of gross national product, than in any peace-time 
period of comparable length in our history. 

What effect did this have on the growth of accoun- 
tancy work? Or, putting the point in terms of hidden 
costs of taxation, to what extent was there an increase 
in that part of compliance costs represented. by the 
resources employed on tax work in the private prac- 
tice of accountancy? Table 7 gives membership 
figures of The Institute of Chartered Accountants in 
England and Wales, the premier professional body of 
accountants in private practice. When allowance is 
made for the addition, in 1958, of the membership 
, of the Society of Incorporated Accountants and 
Auditors, it can be seen that 1965—70 saw the largest 
absolute addition to membership of the Institute of 
any quinquennium in the last twenty years. То what 
extent was this increase in qualified accountants a 
product of the growth of tax work and how far did 
tax work lead to increases in ancillary staff? These are 


TABLE 8 
Size of firms with tax departments, 1965 and 1970 


7965 


No 

tax dept 
| 10 

23 


Partner size 
Tax dept 
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TABLE 7 
Growth in membership of the Institute of 
Chartered Accountants in England and Wales 


Year 
(31 December) 


Membership 


1950 
1955 
1960 
1965 
1970 


49,725 


* in 1958, 10,547 members of the Society of Incor- 
porated Accountants and Auditors acceded to member- 
ship of the Institute 


the kind of questions on which the research throws 
some light. 

'The main data on this topic derives from answers 
to tbe questionnaire, but the interview provided the 
Occasion for a more subjective view of the rate of 
growth of tax work. The questionnaire sought infor- 
mation for 1965 and 1970 on the staffing of the firm 


and of the tax department where there was one; оп. 


the tota] number of tax clients in 1965 and 1970, and 
an estimate of the percentage increase in total clients 
of all kinds with which to compare it; and figures of 
fees for tax work in 1965 and 1970 which can be 
compared with an estimate of the percentage increase 
in annual gross fees for the partnership as a whole 
over the same period. 


S 

Of the 70 firms which responded to the questionnaire, 
two had been formed since 1965. and xx others were 
unable or unwilling to give figures on total staffing 
for both 1965 and 1970. Thus comparative data on, 
staffing was provided by 57 firms. Twenty-two firms 
had tax departments in 1970; whilst 12 are recorded 
for 1965. Table 8 describes the firms for which tax 
departments are recorded.in either or both of 1965. 
and 1970 according to partner size (1970). In at least. 


1970 


No 
tax dept 


10 


Tax dept 


One firm is excluded from the table because of no Information on partner size. 
Two firms, formed after 1965, are included in the 1970 figures only. 
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one case, a tax department served several branch 
offices. 

As one would expect, there is a strong positive 
correlation between size and the existence of a sepa- 
rate tax department; in 1970 all the firms in the largest 
partner size group contained tax departments. 

Of the ten firms which contained tax departments 
in 1970 but for which tax departments are not recorded 
for 1965, two were new firms formed between these 
dates; in three cases firms had clearly set up tax 
departments between 1965 and 1970; in the other 
five cases the tax departments may have been formed 
since 1965, but lack of staffing data for that year 
prevents us from being certain. 

Of the 12 firms which we know to have had tax 
departments in both 1965 and 1970, one did not 
record data for total staffing in the earlier year. Thus, 
in comparing the relative change of staff engaged on 
tax work and total staff we are restricted to these 11 
firms. Table 9 shows that for half of these firms the 
staff of the tax department bas grown more rapidly 
than total staff, for half the opposite is true, whilst 
one firm registered a decline in both. More significant 
is Table то, which aggregates the staffing data for 
these 11 firms. This shows that the staff in tax depart- 
ments rose by 36 per cent whilst total staff increased 
by 26 per cent, and non-tax staff by 22 per cent. Thus 
the rise in tax staff was over 50 per cent more than 
the rise in non-tax staff. But of particular interest is 


А 


ТАВІЕ 10 | 
Comparison of aggregate growth In tax department staff and other staff (11 firms), 1965 and 1970 


Tax department staff 


Category of staff 
7965 1970 Growth 


per cent 


1. Full-time working partners 
(including salaried partners) 
2. Professionally qualified, other 
than partners (i.e, members of 
accounting institutes, ex- 
inspectors of taxes, members 
of Institute of Taxation) 

3. Tachnical staff (including 
all those such as articled clerks 
directly involved in the 
professional work of the firm) 
4, Non-technical support staff 
(e.g. typists, cleaners) 


Total staff 


Full-time working partners and 
professionally qualified 
combined (categories 1 and 2 
above) 





| TABLE 9 
Analysis of firms where the percentage growth 
in the tax department staff is more or less than 
the percentage growth in total staff f 


Partner size More 


0-1 

2-3 

4-9 
10-15 


Total 


The table omits one firm (4—9 size range) which de- 
clined both in total staff (16 per cent) and in tax depart- 
ment staff (50 per cent) between 1965 and 1970 


the difference between the growth rates of different 
categories of staff. The outstanding feature of the 
Table is the extent to which the growth in tax work 
has required professionally qualified staff. Not much 
significance should be attached to the large percentage 
growth in partners engaged in tax work, because the 
numbers are so very small; but, if we take the first 
two categories of staff together, partners and other 
professionally qualified staff, the growth in profes- 
sionally qualified tax staff has been 74 per cent; this 
compares with a figure for non-tax work of only 
12 per cent. 


Clients : 
The big and obvious limitation of the data on staffin| 


All staff 
(tax plus non-tax) 


1965 1970 Growth 
per cent 


Non-tax staff 


7965 1970 Growth 


per cent 


77 15 
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ТАВІЕ 11 
Percentage change in numbers of tax clients, 1965 to 1970 


Partner size No 


(1970) 


Decline by 
up to 
40 per cent 
0-1 
2-3 
4-9 
10-15 


Total 


is that for only 11 firms can we compare the changes 
in tax staff and in other staff in 1965 and 1970. The 
questionnaire also sought information on numbers of 
tax clients and an estimate of the percentage growth 
of the total clients of the firm. 

. Forty-six firms provided data for this comparison. 

Table rr analyses by size of firm, the percentage 
change in tax work between 1965 and 1970 in various 
growth or decline categories. All but three of the 46 
firms registered an absolute increase in numbers of 
tax clients and 14 (30 per cent) had an increase in 
excess of 40 per cent. 

Table 12 aggregates the numbers of tax clients for 
each size category of firms; it reveals an interesting 
tendency for the rate of increase in tax clients to 
decline with size of firm ~ perhaps a reflection of the 
tendency, which became apparent from the interviews, 
of many of the larger firms to discourage the small 
personal tax clients, who therefore find their way to 
the smaller firms. 


TABLE 12 

Growth in aggregate number of tax clients, 1965 

to 1970 (46 firms) 

Partner 
size 

(1970) 


Growth in 
tax clients 
(per cent) 
40 
30 
26 
22 


Total 

tax clients 
1970 
2,041 
11,373 
12,157 
3,777 


Total 

tax clients 
1965 
1,453 
8,739 
9,635 
3,091 


0–1 
2-3 
, 4—9 
10-15 
29,348 28 


Total 22,916 





But absolute figures of the growth of tax clients 
are not very meaningful; they may simply be a reflec- 
tion of a growing average size of firm. More useful 
is the comparison between the increase in tax clients 
and the increase in total clients. These relative growth 
rates are set out in Table 13. This shows a majority, 
but not a large majority, of firms where the number of 
tax clients has grown more rapidly than the number 
ofthe firm's total clients. | 

It should be noted, however, that in many cases the 
difference in rate of growth of tax clients and total 
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No. of firms 
Increase of Increase ОГ 
41 to 80 over 
par cent 80 per cent 


Increase of 
up to 
40 per сет 


5 1 
12 
10 

2 


8 

2 

1 
29 12 
clients is very small; in 25 instances (16 where the 
tax growth is ‘more’ and nine where it is ‘less’) the 
difference is under 5 per cent. 


TABLE 13 

Analysis of number of firms where the percent- 
age change in tax clients is more, less than, or 
the same as the percentage change in total cllents 


More 
4 
11 


Less 
2 


Partner size 
0—1 
2-3 
4-9 
10-15 


Total 





Fees 

Another indicator of the growth of tax work com- 
pared with other work is the relative rates of growth 
in fees. Thirty-eight firms provided data on the 
annual gross fees billed specifically as taxation work 
in 1965 and 1970 and also gave an estimated figure of 
the percentage increase in annual gross fees from all 
sources, 1965 to 1970. 

'Table x4 compares the growth rates and indicates 
that in 63 per cent of the firms fees specifically from 
tax billings had risen more rapidly than total fees. 
Moreover, the differences are more significant than 
with the numbers of clients. In all but one case, and 
that in the ‘less’ category, the difference in rate of 
growth of specific tax fees and in gross fees was more 
than 5 per cent. There is a particular difficulty in 


TABLE 14 

Analysis of number of firms where percentage 
change in tax billings is more, less than or the 
same as the percentage in gross fees 


More 
5 
11 


Partner size Less Same 
0-1 
2-3 
4-9 


10-15 


Total 
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using fees as a measure of the growth of tax work: not 
all tax fees are billed as such. Some taxation work is 
done by accountants during the audit or as part of 
accounting duties, but is not billed separately as 
taxation services. Even when taxation services are 
billed separately, the tax fee is often smaller than it 
would have been had all the work specifically con- 
nected with taxation been taken into account. In tbe 
case of a sole trader who employs professional 
accountants solely to produce accounts for sub- 
mission to the Inland Revenue, the whole or the 
greater part of the accounting fee can be thought of as 
tax originated. But in the case of a limited company 
the statutory duty to produce accounts means that a 
smaller part of the audit and accountancy fee is tax 
originated. In the questionnaire this problem was 
presented to the respondents in the terms in which we 
have now described it and they were then asked to 
estimate the amount of accountancy fees, under 
various headings, which arose only because their 
clients were subject to taxation. The answers relate 
to 1970 only; it did not seem reasonable to expect 
respondents to estimate for 1965. Thus we cannot 
attempt to assess the growth of these concealed tax 
costs. But 23 firms were able both to indicate their 
specific tax billings for 1970 and the accountancy fees 
originating in a tax consideration, under each of a 
series of headings; and a comparison gives some 
general idea of such costs; in total these fees are 
rather more than twice the size of the specific tax 
billings, but the proportion varies very much accord- 
ing to the nature of the client. Table r5 sets out the 
comparison. 


TABLE 15 
Comparison of specific tax billings and tax ser- 
vices billed as part of accounting fees, 1970 
Type of (a) (b) (b) as 
client Specific 
tax 
billings 


Tax services percentage 
of (a) 


billed as 
accounting 
fees 


£ 
Personal tax- 
payers, sole 
traders and 
63,279 
3,842 
14,167 


148,009 
2,145 

Close company 35,395 

Unclose 
company 


8,000 2,175 


89,288 187,724 





Тога! (23 firms) 


Interviewces' estimates of growth of tax work 
Besides the questions on staffing, clients and fees, 
which enabled us to obtain from the respondents to 
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the questionnaire some imperfect measures of the 
relative rate of growth of tax work, the 60 inter- 
viewees were also questioned on this issue. They were 
asked: 
Do you believe that tax work has increased amy 
faster than other kinds of work in your firm since early 


I965? 
'The replies were as follows: 
Reply Number of Per cent of 
accountants interviewees 
Yes 48 80 
No 9. 15 
Мо comment 3 5 
Total interviews 60 100 


Those who replied ‘Yes’ were further asked to cate- 
gorise the rate of growth. The replies were: 


Rate of growth Number Per cent 
Very much faster 13 27 
Much faster 17 35 
Faster II 23 
Slightly faster 6 13 
No comment I 2 

48 тоо 


Thus 80 per cent of the interviewees, and 84 per cent 
of those who were prepared to answer the question, 
thought that tax work had increased faster than other 
accountancy work since 1965; half the total inter- 
viewees thought it had increased much faster or very 
much faster. 


Growth in different aspects of tax work 
Respondents to the questionnaire were asked not only 
about the totals of tax clients and tax fees but also 
about the different catagories of clients, so that some 
impression could be gained of the rate of increase in 
different kinds of tax work between 1965 and 1970. 
Table 16 shows that, whilst by far the biggest absolute 
increase was in the number of personal tax clients 
(including partners) there was very little difference in 
the percentage increases in the numbers of personal 
tax clients, corporate tax clients and trusts. 

Table 17 records the rate of growth of fees for 
different kinds of tax work. As more firms gave com- 
parative data on clients than on fees, the two tables 
are not precisely comparable. 


Comments and conclusions 
Our evidence about the effect of the growth of tax 
work on the private practice of accountancy is much 
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TABLE 16 | О 
ВАТЕ OF GROWTH of different kinds of tax | 
clients 1965—1970 (50 firms) 


Number of clients RATE OF | 
GROWTH 
1970 percent 


Type of client 
for whom tax 
work performed 1965 
Personal taxpayers 
(Including sole 
traders and partners) 
Corporate taxpayers 
(each subsidiary of a 
group for which work 
is done counts as 
1 oneclient) ` 
Trusts í 


17,952 23,082 


4,908 
967 


23,827 





Total 


more fragmentary than we would wish. Each measure 
of the growth in tax work has distinct limitations; 
nevertheless the cumulative effect of the figures of 
relative growth of tax staff, tax clients and tax fees, 
together with the less quantitative assessments of the 
interviewees about the rate of growth in tax work, all 
point clearly in the same direction: there can be no 
doubt that tax work has been growing more rapidly 
than accountancy work in general; it has clearly been 
of considerable importance in helping to bring about 
the increase in the private practice of accountancy. 

This is a conclusion which causes no surprise — 
indeed, in the light of the obvious changes in the tax 
system it would have surprised had this not been so. 
But the increase in tax work has not only promoted the 
growth of accountancy; it has also helped to effect 
changes in its structure — increases in the average size 
of firm both by the addition of new partners and by 
amalgamations, of which there were at least 24 
amongst the 82 respondents to the survey between 
1965 and 1970. It is clear from comments. in the 
interviews that growth in the size of firm is some- 
times sought às a means of achieving specialisation.. 
Tax work increases the need for specialisation. 
Several firms, as we saw, had established a new tax 
department in these years; other accountants with 
whom we spoke were hoping to establish separate tax 
departments in the future. One interviewee stated 
that, with the current complexity of taxation, it was 
desirable for a tax expert to.specialise in one tax only. 
Clearly, tax work played a not unimportant part in 
generating a need for specialisation resulting in a 
growth in the size of branches and firms. · 

Finally, the third and least expected finding to 
emerge from the survey: during the period 1965-70 
the expansion of tax work appears to have made dis- 
proportionately heavy demands on professionally 
qualified manpower ~ a finding of some significance 


in assessing the hidden costs of taxation, which 
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TABLE 17 . | 
RATE OF GROWTH of fees Тог different kinds of | 
tax work, 1965—1970 (33 firms) f 


Fees billed 
as tax work 
1965 1970 


RATE OF 
GROWTH 
per cent 


Type of cliant 


Е 
34,755 


£ 
66,790 


Personal taxpayers 
Sole traders and 

| partnerships 
Trusts 

| Close companies | 

| Unclose companies 


25,337 

4,801 
19,205 
16,900 


55,388 

9,594 
38,983 
37,815 


Total fees billed 
specifically as tax 
work 





100,998 208,570 107 
mainly consist, in fundamental terms, of the real 
resources of manpower outside the Inland Revenue, 
which are taken up in operating the tax men 


4. The Índidancé of compliance costs 


Compliance costs of complexity 

One major reason for the growth in tax work under- 
taken by accountants has been the increasing com- 
plexity of the tax system. In the first interview 
question we sought to establish the significance of 
complexity in tax compliance costs by posing the 
question: 

Can you point to any aspects of the tax code which, 

because they are highly complicated, are very costly 

for accountants to administer ? 

Of the 60 interviewees, two did not answer the 
question and two others declared that nothing came to 
mind; so effectively 56 accountants commented. 
Replies ranged widely over the field of direct taxation, 
but the most frequent references were to shortfall 
under corporation tax; P1rDs, Schedule F and PAYE 
administration; capital allowances and investment’ 
grants; double taxation work; cessation and com-: 
mencement of partnerships; tax planning; and, pre-: 
eminently, capital gains tax. ' 

Shortfall was mentioned as costly to administer by 
22 accountants; forestalling shortfall was very time 
consuming, especially presenting the argument that 
distribution would be prejudicial to business inter- 
ests. But this was an area where skilled negotiation, 
paid off – a good accountant could get very good 
results. T'wo accountants stated that balance sheet 
dressing was an effective method. In the view of a 
number of accountants the costs might be accentuated 
because of the attitude of the tax inspectors. One 
argued that when accounts were handed in you could 
not predict with certainty what the inspector would 
make of them. This hint of a criticism of the inspec- 
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torate appeared more explicitly in other comments, 
e.g. that each inspector interpreted the section differ- 
ently (5). Two accountants compared the inspector 
unfavourably with the surtax office which, they held, 
took a broader attitude to surtax directions that the 
inspectors did to shortfall assessments; in their 
opinion, inspectors lacked sufficient commercial 
experience. 

In view of this comment it was not surprising that 
it was suggested that shortfalls should be dealt with 
separately by a central Inland Revenue department 
(2) A rather different suggestion was to give tax 
inspectors more power of discretion so that they 
were not so bound to the book in settling cases (1). 
One accountant expressed the view that shortfall 
assessment, whilst initially a problem, had now ceased 
to be one. 

Income tax references related particularly to PrxDs, 
mentioned by 13 accountants. Four maintained that 
they were a farce, the figures made up or not filled in 
according to the requirements of law; another com- 
ment was that the limit was 100 low ~ unchanged since 
1948 and eroded by rising incomes (1). Nine account- 
ants in reply to this or the final open-ended question 
referred to the time-consuming nature of monthly 
accounting under Schedule F, especially when compli- 
cated by directors’ loan account changes. Four 
accountants mentioned the costliness of maintaining 
a PAYE system where the client was too small to 
have a wages clerk. 

Capital allowances were mentioned by three ac- 
countants in reply to this question ~ two of whom 
elaborated by indicating that the many differing bases 
made this area difficult. Two complained that waiting 
for confirmation of investment grants meant waiting 
to finalise tax liabilities and one other accountant 
mentioned the costliness of certificates for investment 
grants attesting that the client had spent the money. 
In reply to a later question, two others indicated their 
preference for investment allowances instead of 
investment grants. 

Five accountants mentioned double taxation work 
as usually expensive of skilled time; one of these held 
that it had been simplified since the abolition of the 
net UK rate; another of the five mentioned that it was 
hardly worth doing most of the time because the costs 
exceeded the tax gains. 

Four accountants mentioned changes in partner- 
ships involving a choice in the application of cessations 
and commencements or the continuation provisions; 
two pointed out that in these cases capital allowances 
were often on a different time basis. 

Two accountants referred to the costliness of tax 
planning on skilled time (although they added that it 
was not necessarily unremunerative) and three others 
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referred to the od c of the anti-avoidance 
provisions. . 


Capital gains tax, 

It was no surprise that capital gains tax emerged as 
the most frequent response to this question. What was 
surprising, in view of the open-ended nature of the 
questions and the-absence of interviewer prompting, 
was the number of accountants who mentioned it. Of 
the 56 who commented on this question all but two 
(96 per cent) mentioned capital gains tax. It emerged 
as pre-eminently the tax which accountants found 
costly to administer because of its complications. 
Indeed, three respondents felt that. an unfair part of 
capital gains tax work was done by accountants, thus 
lightening the burden on the Inland Revenue, e.g. the 
£50 exemption saved the Inland Revenue much work.* 
The big problem was personal capital gains tax as 
distinct from that paid by companies, partly because 
companies kept more efficient records. It was seen 
as heavy on staff costs not only because it was time 
consuming but because it was difficult to delegate (4). 
The initial time spent in listing investments held was 
specifically referred to by x2 accountants as particu- 
larly burdensome, as was the up-dating of investment 
schedules (8). One accountant pointed out that capital 
gains tax was a heavy burden on the time of the tax- 
payer as well as the tax adviser. Four specifically men- 
tioned tbat the differing basis for the long term and 
short term gains tax added complications. A further 
respondent mentioned the extra complication of 
continually changing rules since 1965. 

Two big problems of the capital gains tax revolve 
around the closely interrelated issues of ascertaining 
the basic data and valuation. 

Twenty-one accountants specifically referred to the 
difficulty of getting basic data from the clients and 
others provided examples which implied this. Es- 
pecial difficulties of accurate data collection referred 
to were for pre-war acquisitions (5), particularly where 
a shareholding originated in a pre-war will (2); pre- 
1965 share acquisitions (16); and unquoted shares 
acquired at different times and values (4). Eighteen 
accountants stressed the difficulty of being sure that 
holdings have been accurately traced through rights 
issues, bonus issues, mergers, conversion of shares 
into cash or combinations of cash, debentures and 
shares, especially where the holding was pre-war. 


* The reader is reminded that, with the exception of the 
supplementary questionnaire, the survey was completed 
before the 1971 budget which altered the form of the capital 
gains tax exemption (see below, p. 14 and pp. 29-31). Here 
and subsequently, therefore, we record comments by inter- 
viewees on aspects of the tax system which have since been 
changed. 
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Two accountants stressed difficulties with solicitors 
and estate agents in acquiring data; that it was difficult 
to get information from them relating to a number of 
years back; and that they did not understand capital 
gains tax and made no attempt to produce data which 
would help from the tax point of view. 

It was pointed out by one accountant that capital 
gains tax had not been in existence long enough for 
the office to have kept records for the personal capital 

On valuation, quoted shares were referred to, not 
unnaturally, as the easiest aspect (5); but even these 
could be complicated by rights issues, bonus issues, 
takeovers, etc. Unquoted shares and other properties 
often posed a big problem of valuation (15), referred 
to by one accountant as a ‘jungle’ where in fact the 
accountant could be very valuable to his client. The 
valuation and negotiation of the value of unquoted 
shares for capital gains tax was highly skilled and 
highly complex (2). The valuation of unquoted shares 
was frequently referred to as ‘arbitrary’ (9), especially 
where retrospective valuations were needed for hold- 
ings acquired at different times: three complained that 
the share valuation division stuck too rigidly to the 
book; and two also complained of the 'enormous' 
delays in dealing with the share valuation division. 
Nine accountants stressed how difficult it was to make 
the election for 1965 valuation or a time valuation 
basis when the values for unquoted shares and pro- 
perty were not known at the time of the option. 

Particular valuation problems arise with disposals 
not at arms length (5). Three mentioned a// notional 
or deemed disposals as giving trouble whilst four 
specifically referred to the problem of deemed dis- 
posal at death where the class of asset is shares in a 
close company. Part disposals of property, land, 
shares, goodwill were mentioned in one form or other 
by six accountants: acquisition cost of part disposals 
was difficult to determine; and with land, the need to 
value the whole estate and opt for 1965 or original 
value irrevocably was felt to be a burden. (An Inland 
Revenue concession in certain circumstances to value 
only the disposed part had made the matter simpler.) 
Apart from part disposals, the problems of capital 
gains tax on land were not felt to be too difficult. (4). 

Different views were expressed on the pooling 
provision and the option for a 1965 valuation relating 
to quoted shares, introduced in the 1968 Finance Act. 
One accountant felt that it was helpful where there 
was no information, such as brokers! notes, giving 
evidence of original cost; three others felt it could 
be very helpful, one particularly mentioning its use- 
fulness with a small range of shares; one of these 
pointed out that as the 1965 valuation was high, it was 
often preferable. But more accountants disapproved 
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of the pooling provision and the option: 19 stressed 
the research that was involved; it did not save time 
because of the work necessary to discover whether it 
was worthwhile opting for it ~ all the more necessary 
because of its irrevocable nature: it was specifically 
referred to as a nuisance by many accountants, an 
added complication not a simplification. 

These problems are reflected in the cost of capital 
gains tax work. Twelve accountants referred to cases 
where the cost of the computation was greater than 
the liability; five said that they frequently occurred; 
two mentioned part disposals as a particular area 
where cost exceeded liability; and one asserted that 
for all the capital gains tax work done in his office the 
accountants fees were greater than the total of nego- 
tiated liabilities. Three mentioned that it was common 
to do a lot of costly work to produce a nil liability. 
Two attributed the problem of high cost to liability in 
part to the low exemption limit – placed (at that time) 
on gains rather than proceeds, a point very clearly 
brought out by answers to the Lu MÀ 
questionnaire (see below p. 30). 


Cost to liability ratios 

The answers just outlined were in response to a 
question referring specifically to high costs resulting 
from complexity in administration. A different but 
related question sought more generally to relate com- 
pliance costs (as measured by the resources used by 
accountants) to tax liability. Respondents were asked: 

What taxes or parts of the tax system do you currently 

believe (a) have a low cost to liability ratio? (i.e. they 

are cheap for you to administer); (b) have a high cost 
to hability ratio? (te. are expensive for you to 
administer). 

Six accountants gave no answer either to part (a) or 
part (b) of the question. Others, instead of referring 
to particular taxes or parts of the tax system, pointed 
out that much depended on the circumstances of the 
taxpayer. Thus two accountants replied that typically 
small liability cases fell in thé high ratio group; or 
that, for example, the cost of capital gains tax depends 
on the number of holdings not on their value (2). 
Clearly the question often called for an elaborated or 
qualified answer rather than a short simple reply. 
Table 18 records the major responses; and a very 
clear pattern is apparent when allowance is made for 
the qualifications in the answers. 

‘Capital ‘gains tax was the tax almost universally 
regarded as high cost to liability; the only comment 
suggesting the contrary was specifically for large cases. 
Taxes on personal income as a whole did not fall 
predominantly into either category; administering 
PAYE for firms involved high cost; Schedule E tax- 
payers, low cost (as respondents mentioned, many of 
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TABLE 18 


Numbers of accountants reporting various 
aspects of the tax system as having low or high 
cost to liability ratlos : 

Low High 


Capital gains tax 

Aspects of income tax 
PAYE (administration for firms) 
Schedule E 
Schedule D 

Surtax 

Corporation tax 

Estate duty 


* This father surprising finding is explained by the fact 
that accountants only administer PAYE schemes for 
very small firms 


the figures have been agreed before the accountant 
starts his work). Comments on Schedule. D were 
divided; the areas of high cost particularly mentioned 
were small cases under Cases I and II (6), and Case 
VIII (3) because of estimated assessments and over or 
under charge. Surtax is predominantly low cost; the six 
comments to the contrary were either for small cases 
(s) or several sources of income (1); one of these re- 
spondents elaborated that the high cost in such in- 
stances might arise because of an appeal. Corporation 
tax fell predominantly into the low ratio category; the 
main exceptions arose in relation to close companies 
and shortfall. Estate duty received little mention; it 
was clear from those who did refer to it that the 
dominant factor was the size of estate — small estates 
falling into the high, and large into the low, cost to 
liability categories. 

The supplementary questionnaire, answered by 19 
accountants, provided figures of estimated fees 
charged by accountants for a series of hypothetical 
but realistic tax situations. Full details of questions 
and answers are given in the Appendix. Whilst there 
is considerable variation in the estimated fees of 
different accountants for the same situation, the main 
conclusion to emerge is that the tax liability is largely 
irrelevant to the fee charged by many accountants. 
About half the respondents specified this in the 
general comments they were invited to make. Fees 
generally depended on the amount of time taken, 
which in turn depended on the length and complexity 
of the work rather than the taxpayer's tax liability (or 
for that matter his income). The extent to which 
accountants were consistent in applying this principle 
of charging is illustrated by their answers to a series 
of questions where the question was identical save for 
a difference in tax liability. In the questionnaire these 
questions were dispersed and not put in juxtaposition 
to each other. Below these particular questions have 
been set out in juxtaposition (using the numbering 
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system in the Appendix for convenience of reference). 
А comment on the answers has been added. 


Question 1. Capital gains tax Approximate 
tax liability 
£ 
Calculate, negotiate and finalise gain for a 
particular tax year on disposal of 
chargeable freehold property valued 
currently at £12,000: 
(8) where the entire property is sold 
having been acquired for cash before 1965 
(e) where the entire property is sold 
having been acquired for cash before 1965 


1,000 
3,000 


Number of cases where 

same fee quoted for (a) and (e) 15 
larger fee quoted for (e) than (а) 3 
no comparison possible I 


Question 2. Capital gains tax | 


Calculate, negotiate and finalise gain/loss 
for a particular tax year on disposal of 
quoted shares from a portfolio whose 
market value is about £50,000. (It is 
assumed that your records of clients — 
transactions are good and the appropriate 
reference books are readily available.) 

(a) where the portfolio is made up of 10 
separate holdings and the disposal is of 3 
holdings only, originally acquired for cash 
since 1965, and not added to since except 
by way of bonus issues, etc. 

(d) where the portfolio is made up of то 
separate holdings and the disposal is of 3 
holdings only, originally acquired since 
1965, and not added to since, except by 
way of bonus issues, etc. 


1,000 


10,000 


Number of cases where 

same fee quoted for (a) and (d) 16 
larger fee quoted for (d) than (a) 2 
smaller fee quoted for (d) than (a) I 


Question 4. Income tax 

Calculate, negotiate and finalise a personal 
client's tax liability for a particular tax 
year. 

(a) where the client's income is £4,000 for 
the year from one earned source from 
which tax was deducted under the PAYE 


scheme 1,000 


716. 


(c) where the client's income is £1,500 for 
the year from one earned source from 
which tax was deducted under the PAYE 


scheme > 200 
Number of cases where 
same fee quoted for (a) and (c) 14 
smaller fee quoted for (с) than (a) 4 
* no comparison possible НЕ X 


Taking the series of cases (above) together, there 
are 55 pairs of answers relating to questions which 
"жеге identical save for the amount of tax liability. In 
. 45 cases (82 per cent) the same fee was estimated for 
each question of the pair. In certain other cases also 
(see Appendix Questions 4 (a) and (g); and (h) and 
(d)), the same question was asked twice except for a 
difference of tax liability; but here the higher of the 
two tax liabilities brought the taxpayer into the net of 
an additional tax, surtax; in these cases a majority of 
respondents estimated a higher fee for the higher 
liability. The figures in the Appendix illustrate very 
clearly how additional complications (e.g. problems of 
data discovery or of valuation with capital gains tax or 
a variety of sources of income under income tax) may 
multiply the fee charged. 

The extreme example of high ratio of fee to tax 
liability (strictly speaking, a ratio of infinity) occurs 
where substantial costs are necessary to establish a nil 
liability — as often happened under the £50 exemption 
limit for capital gains tax (see p. 30). 


Additional fees 

Another point to remember with capital gains tax is 
that the accountant’s fee is not necessarily the only 
professional fee the taxpayer has to meet to comply 
with the requirements of the tax system. Respondents 
to the supplementary questionnaire were asked to 
estimate the number of capital gains tax cases they had 
dealt with in the previous 12 months concerned with 
the disposal of assets such as real and leasehold 
property and personal chattels; and in how many of 
these cases a professional valuer had been employed, 
in order to negotiate and finalise the tax liability, who 
would not have been required but for capital gains tax. 
In aggregate (for 18 respondents) the answer was 508 
cases, in 230 (45 per cent) of which a professional 
valuer had been required. 

In addition many of the accountants interviewed 
said that they occasionally consulted counsel and in 
most such cases an additional fee would then be 
incurred by the client. 


Е 
5. Profitability of tax work 
If all tax work were charged strictly on the basis of 
time records and the same percentage profit margin 
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applied to work by staff of different degrees of skill, 
including partners, then all tax work ought. to be 
equally profitable. Indeed, if all accountants’ work 
were charged on the same basis, tax work ought to 
have exactly the same profitability as all other work. . 
Profits would then be directly related to the time and 

complexity of the work undertaken. We have indeed 
just been examining cases in which -estimated fees 
were, in the majority of cases, related to work done 
and not to liability. But all our examples related to 
personal tax work, which might be charged at a lower 
rate than other kinds of work. In fact the question- 
naire and interview made it very clear that there is not 
always an exact equation maintained between the 
amount of and quality of work done and profitability. 


Profitability ratings by type of client 

In the questionnaire accountants were asked to give a 
profitability rating (‘more profitable’, ‘much more 
profitable’, etc.) for each type of client for whom they 
performed tax work. The results are given in Table 
19. Taking tax work as a whole, just under half the 
ratings make it as profitable as other work; 21 per cent 
put it more or much more profitable and 31 per cent 
rate it less or much less profitable. But there are 
marked divergencies according to the kind of client. 
Tax work for individuals has a low profitability; only 
I6 per cent give it an above average profitability, 
whilst 5o per cent put it below average, more than 
half of these rating it much less profitable. А some- 
what similar picture emerges for sole traders and 
partners although without as much emphasis on the’ 
least profitable category. 

Trusts occupythe middleground: 56percentratings 
are of average profitability, with the remainder 
slightly biased to unprofitability. ‘Close’ companies 
have a 50 per cent rating for average profitability and 
31 per cent above average; ‘unclose’ companies have 
the largest proportion of above average profitability at 
34 per cent. The numbers of firms in each size cate- 
gory are too small for a meaningful detailed analysis, 
but very broadly this pattern seems to hold for all 
sizes of firm. 


Profitability ratings by tax category 
'The questionnaire also asked respondents: 

Would you indicate any parts of the tax code which 

are (a) very profitable for you to administer ; (b) very 

unprofitable for you to administer? 

Forty-eight replies were received to the first part of 
the question, many of them containing more than one 
point. Twelve said specifically and uncompromisingly 
that there were по parts of the tax code which were 
very profitable to administer. Fifteen of the replies 
(31 per cent) referred to tax planning, of which 12 
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“TABLE 19 


P 
t 


Ero ently ratings of tax work performed for different types of client as compared with other work 


a 


Reting E ' Partner 


Much more 
profitable 


More profitable  . 


(33) | 


"Мисћ lees 
profitable 


16 (27) 


‘Column totai ^ 59(100) ` 58(100) 


(ATTE Sole traders 
S and partners ... ^ 


, ee 


Trusts Close Unclose + Total 
A companies companies ` 


«+ 47, (18) 
21 
60 


| ј (28) (26) 


29 (66) 29 (50) 49 (Бо) 128 (48) 


9 
29 
15 
. idem 
5 (13) 59 (22) 


10 (19) | 1t (19) 


14 


(3) 23 (9 


52(100)  68(100) 38(100)  263(100). 


Percentages in brackets * 


Note: The column totals fall short of the total number of respondents to the questionnalre (70) and differ from each 
other because no information was given by some firms for some or all categories, and because some categories 
were inapplicable to some firms (e.g. they did not do tax work for unclose companies) One firm Is excluded from · 


thetable because partner size is not known. 


specified estate duty planning, and 14 (29 per cent) 
mentioned corporation tax. These apart, the remain- 
ing comments were widely spread, with repayment 
claims and Schedule D income tax, especially Cases 
I and П, being the next most Беса mentioned, 
with four references each. . 

Rather more accountants, 57> paidi a usable 
answer on the parts of the tax code very unprofitable 
to administer. Only four said ‘None’. Capital. gains 
tax had the highest mention, by 31 accountants (54 
per cent); personal income tax in one form or other 
came next with 24 mentions (42 per cent); and then 
PAYE administrations with 13 references (23 per 





cent). Beyond these was a miscellaneous group of 15 
mentions. 

Comments recorded оп the questionnaire and 
during the interviews enable us to fill in more detail. 
Capital gains tax is the main bugbear. Nineteen 
accountants in the interviews volunteered the. view 
that some capital gains tax work was done at a loss or 
at less than normal profit and 11 maintained that 
capital gains tax made it difficult to make personal tax 
work pay. The small capital gains tax jobs’ were par- 
ticularly likely to be done at a loss (5) and from the 
national point of view such liabilities, resulting in nil 
or.small payments, were uneconomic in collection (3) 


ra 
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whereas large cases were economic (3). Many com- 
ments were made about the unwillingness of clients to 
pay for capital gains tax work and their dislike of 
paying fees when there is a nil liability. Four account- 
ants said that the client cannot see that a large amount 
of work was necessary and has been done and thinks a 
large bill unjustified. Psychologically, as one account- 
ant put it, it is easier to charge for work where there is 
а clear tax-saving, or at least a tax liability; one firm 
tended to lose personal capital gains tax clients be- 
cause they would not pay the standard charge. 
However, two or three accountants maintained that 
capital gains tax work paid or could be made to pay; 
for one,.the way to make personal capital gains tax 
work pay was to require the client to keep an invest- 
ment register. 

On the general profitability of personal tax work, 
four accountants in the interviews maintained that 
personal tax work was done at an absolute loss; six 
others that it was difficult to make it pay. Specific 
comments on aspects of the profitability/unprofit- 
ability of personal tax work were that small personal 
tax jobs are unprofitable or unwelcome (9); that per- 
sonal cases with a small portfolio of shares are never 
profitable (3); that they were not interested in doing 
simple Schedule E work (2); that the attenuated 
nature of personal tax work makes it expensive (1). 
Several accountants mentioned that personal inter- 
views with these clients are expensive and therefore 
kept to a minimum. 

А few of the larger firms made it clear that they did 
not encourage personal taxpayers unless associated 
with client companies. Others were seeking to get 
across to the client the extent of the cost so that the 
charges could be stepped up to a more realistic figure 
without incurring client resentment. 

In a number of cases of small personal taxwork 
where the clients were known to have small means, 
their tax affairs were being looked after at a nominal 
figure as a kind of social service. This applied par- 
ticularly to widows with investment income, hard-hit 
by inflation or capital gains tax. Some accountants 
emerge from the interviews as ‘father figures’ like the 
image of traditional family doctor or solicitor. 

The general conclusion on the profitability of tax 
work is that, whilst the accountant generally bases his 
charges on the time and complexity of the work, 
divergencies from this principle of operation are fre- 
quent. Notice is taken of what the client can bear; 
higher charges can be and are made for tax work from 
which the client obtains a major tax saving (like tax 
planning or repayment claims); there is also a ten- 
dency to charge the big client (the large corporation) 
at a higher rate than the small. At the other extreme, 
many accountants find it difficult to charge clients the 
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scale fee when there is a small liability or little to show 
for the accountant’s work (as with much capital gains 
tax) or where the client is known to be of very limited 
means. In these circumstances the fees charged under- 
estimate the real compliance costs, 


6. The taxpayers’ need for advice 

We have been looking at the fees charged by account- 
ants and the question of the profitability of tax work; 
but what does the taxpayer get for his fee? Put in 
another way, how serious is the taxpayer’s need of 
advice? A number of the interview questions related 
to this issue: to taxpayers’ understanding, or lack of it, 
of the tax system; to their failure to claim allowances; 
and to the frequency with which and extent to which 
they were incorrectly charged to tax. 


Taxpayer lack of understanding 
Accountants were asked: 


Do you believe in the last five years that there. has 
been any tendency for taxpayers to be less able to 
understand the manner in which they are taxed? 

Of the бо interviewees, 52 replied ‘Yes’ to the 
question, and five ‘No’. Two gave no answer and one 
was ‘doubtful’. About half those who answered ‘Yes’ 
qualified this in general terms: 24 of them said that 
this was a tendency only among those affected by a 
particular tax like capital gains tax; or, in some cases, 
a particular class of taxpayer, e.g. the ‘average’ or the 
elderly (9). 

Seven accountants (of whom two had replied ‘No’ 
and five ‘Yes’) thought that there had been little or no 
change because most taxpayers had never understood 
the manner in which they were taxed. Two others 
added somewhat cynical comments: that the taxpayer 
has given up trying to understand; and that many 
taxpayers do not wish to understand taxation on the 
principle that if you ignore it, it might go away! 

Chief among causes of misunderstanding was the 
new legislation which, according to 21 accountants, 
confused taxpayers. A further accountant made the 
point that a ‘low’ was reached after the introduction 
of new legislation but thereafter those affected came 
to understand it as well as other legislation. One 
accountant said that the legislation of the 1965-69 
Finance Acts is more difficult than preceding legisla- 
tion and probably impossible for the taxpayer to 
understand; another pointed out that the recent acts 
were as voluminous as anything which preceded them. 

The income tax return was mentioned as a cause of 
confusion, by 12 accountants. Five said that changes 
in the annual return form have confused the taxpayer. 
Three of these, and four others, a total of seven, said 
that in general the taxpayers’ return of income form 
is less well-understood than formerly in spite of 
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‘improvements’ in it, possibly because it is more 
imposing. Three of these suggested that the volume 
of information required in the annual return intimi- 
dates the taxpayer — that he fears that he may com- 
plete it wrongly. One of these accountants held that 
the section on acquisitions and disposals was particu- 
larly difficult. Another accountant argued that the 
annual return is not easy for a man of average intelli- 
gence to fill in because of the complex nature of 
taxation. А further accountant felt that taxpayers were 
confused by a tax return for 1970/71 that related to 
1969/70. This problem of taxation ‘a year behind’ is 
also mentioned by two practitioners about Schedule 
D, one of whom cited Case VITI (rents) as an example. 

The most confusing aspect of the tax system has 
undoubtedly been capital gains tax. Twenty-one 
accountants mentioned it, 17 in general terms, four 
in relation to particular problems such as disposals 
not at arms length. T'wo accountants thought that 
capital gains tax will increasingly affect those of 
modest means (and so will presumably become less 
well understood by those who pay it). Clawback of 
family allowances was another favourite candidate for 
misunderstanding — mentioned by nine accountants; 
and eight accountants referred to the effect of frequent 
changes in personal allowances in militating against 
an understanding of the system. On company taxation 
the area of misunderstanding, mentioned by four 
accountants, was that of shortfall; two ventured the 
opinion that close company directors seldom under- 
stood the tax law which governs their companies. 

Whilst these were the most frequently mentioned 
causes and consequences of misunderstanding, a wide 
range of other answers was given. T'wo accountants 
blamed the news media, holding that ‘potted’ articles 
on tax affairs tend to mislead, and the newspapers 
over-dramatise the difficulties. Another accountant 
held a contrary view of the value of newspaper and 
magazine articles on taxation and a further respondent 
argued that people were now better able to understand 
partly because of education. Three implicitly dis- 
agreed with this view: they held that the complexity 
of the tax system makes it necessary to explain to 
clients at great length; in the end they often take the 
explanation on trust without understanding! Two 
blamed the Inland Revenue for the Jack of under- 
standing: one believed that verbal explanations from 
the tax office are more likely to confuse than to 
clarify; and the other that the Inland Revenue was 
less prepared to help taxpayers than formerly. 

One effect of the reduced understanding of the tax 
system is that more people are consulting accountants, 
according to three respondents, two of whom held 
that people who previously conducted their own 
affairs now use accountants because they cannot cope. 


; 19 
Failure to claim allowances 
Accountants were asked in the interview: 


Of those who come to this office for the first time, how 
often amongst Schedule E taxpayers do you think 
there is a failure to claim all the tax allowances, 
expenses and deductions applicable to the individual? 


The answer was sought as a percentage of such 
clients. 

Fourteen of the interviewees did not answer the 
question either because they did not have Schedule E 
taxpayers amongst their clients or because they did 
not feel able to make a realistic estimate. 

Of the 46 who did answer, just under a quarter (24 
per cent) held that all their new Schedule E clients 
had claimed all allowances due. The remaining three- 
quarters held that some proportion of their new 
Schedule E clients had failed to claim all allowances. 
More than half of the respondents estimated that over 
20 per cent of such clients had failed to claim all 
allowances; and 14 accountants (30 per cent) believed 
that this might be true of over 70 per cent of their 
new Schedule E clients. 

Whilst the estimates give some idea, from the 
experience of accountants, of the large numbers of 
Schedule E taxpayers who may not be claiming all 
their allowances, it would be misleading to treat them 
as typical of al] Schedule E taxpayers; as one account- 
ant pointed out, those who come to his office for the 
first time come because they think that there are 
allowances they have failed to claim or claim in full. 

There was some difference of opinion about the 
value of an accountant to such taxpayers. On the one 
hand three accountants argued that the taxpayer who 
does not have a tax adviser may suffer from Revenue 
inaccuracies; and four held that they were often suc- 
cessful in making claims which had been refused to 
the individual. On the other hand, three held that 
they had met cases where the taxpayer had been more 
successful in claiming allowances than the accountant 
would have been; and two went so far as to say that 
some small taxpayers who do not employ accountants 
get lenient treatment from the Inland Revenue and 
might pay more tax if they consulted an accountant. 
Three others held that the average taxpayer erred to 
his own benefit in failing to declare small income 
receipts. Three accountants said that the average tax- 
payer does not miss many allowances, but one of 
these exempted expenses and deductions. One further 
accountant thought that taxpayers understand the 
principle of allowances but cannot predict their pre- 
cise effect on net income. 

The Inland Revenue came under fire from several 
accountants for a variety of reasons, e.g. one argued 
that the Inland Revenue should issue form 70C (for- 
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mal assessment to tax) for every taxpayer;' another 
asserted that sometimes interest receivable is estimated 
· by the Inland Revenue at Хто per annum irrespective 
of whether it is really less than this. One accountant 
defended the Inland Revenue saying it helps Schedule 
E taxpayers to claim all expenses. 

The interviewees were asked to suggest the type of 
allowances and deductions missed; their replies: are 
listed in Table 20. Life assurance relief, dependent 
relative relief and subscriptions to professional bodies 
and trade unions were the answers most frequently 
given. 


Errors in tax paid 
А group of further questions were put to the inter- 
viewees about the charges they would make to certain 
categories of new tax clients and their expectation 
about the correctness of the tax such clients had 
previously been charged. Thus the interviewer, said: 
You receive 100 new clients who have not consulted a 
tax adviser. They are all income tax payers with only 
one source of income under Schedule Е. Some.of them 
have been assessed to tax for the year under considera- 
tion, others have not, but they have all paid tax by 
deduction at source. You investigate their tax affairs 
for that year. On average, how much would you 
charge one of these chents for dealing with his tax 
affairs (a) if he had no expenses claim; (b) if he had 
„ап expenses claim? 
Fifty-two accountants replied and their answers are 
summarised below: 


(a) . 6) 
Fees without an Fees with an 
expenses claim expenses claim 

£ . £ 
Lowest fee 2.10 4-20 
Highest fee 31.50 75.00 
Mode 10.00 15.00 
Median 10.00 15.65 
Mean 11.47 18.89 


Interviewees were then questioned about the рег- 
centage of these new clients they would expect to 
have paid the correct amount of tax to within various 
levels of true tax liability. 

In the answers a marked contrast is apparent 
between accountants’ expectations of new clients with 
and without expenses claims. About two-thirds (64 
per cent) of the accountants felt that 90 per cent or 
more of their clients would have paid within plus/ 
minus 5 per cent of true liability when there was no 
expenses claim. With an expenses claim no accountant 

т In his book The Inland Revenue, published in 1965, Sir 
Alexander Johnston indicated that of the 23 million then 
coming within the scope of the PAYE scheme, only four 

million (17 per cent) were actually assessed, 
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TABLE 20 


List of allowances, reliefs and expeñsas "not | 
claimed by some taxpayers 


Type of benefit 


No. of | 
accountants 
citing this 
benefit 


Tax treatment of: 
Bank interest 
Mortgage interest 
Investment income repayment claims! 
Superannuation payments 
Payments under deeds of covenant 
Wives who are separated from husbands 
Voluntary maintenance payments 
Allowances: 
Child allowances? : 
Transfer to wife's income of husband's 
unexhausted allowances 
Capital allowances 
Reliefs: 
Life assurance relief? 
Dependent relative relief* 
Housekeeper relief 
Derestriction of restricted $ths earned income 
relief* 
Age reliof* 
Widow’s additional relief in respect of 
children 
Wife's earned income relief 
Expenses: 
Subscriptions to professional bodies and 
trade unions 
Equipment necessary for employment, e.g. 
special clothing and tools" 
Motor vehicle expenses 
Part-time use of home for business purposes 
10 per cent extra statutory wear and tear 
allowance in respect of furniture, 
fittings and equipment under schedule 
D, Case VIII 


! Especially by old ladies (2). 

? Especially where the child is adopted; where the chlld 
is an overseas resident; where the Revenue fail to in- 
crease the allowance when the child grows older; where | 
the child is illegitimate; where the child is a major and in 
full-time education. 

2 Especially wife's life assurance rellef; small life assur- | 
ance reliof. 

* Especially relatives abroad. 

5 Where earned income relief 16 restricted by an annual 
payment such as mortgage interest but where such 
annual payment is either partly or wholly covered by 
investment income. 

* Especially women of advanced years who fail їо 
declare their age. 

? For example, lecturers, demonstrators, manual workers, 
certain school teachers. 


thought that more than 80 per cent of his clients 
would be in this category and 40 per cent of account- 
ants thought that none of their clients would have 
paid within plus/minus 5 per cent. Accountants ex- 
pected virtually all clients (99-7 per cent with an 
unweighted average) without an expenses claim to 
have paid within plus/minus то per cent of true 
liability; but only about half of those with an expenses 
claim. i 
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‘Interviewees were further asked: ; 
> You receive another тоо clients all of whom have 
several sources of income, of which the principal source 
gives rise to а Schedule D Case I or II Bability. They 
have all prepared their own accounts and submitted 
tax returns for the year under consideration and have 
25 paid the tax demanded without consulting a profes- 
“попа! adviser. How much would you charge one of 
these clients for dealing with his tax affairs? 

A summary of the answers із as follows: 


| £ 
Lowest fee 7-40 

“Highest fee 131.75 
Median 40.00 
‘Mode 30.00 
Mean 45.35 


As before, interviewees were asked about the per- 
centage of these taxpayers they would have expected 
to have paid the correct amount of tax to within 
various levels of true tax liability. Fifty accountants 
answered the question. Just over half (52 per cent) 
expected none of their clients to have paid within 
plus/minus 1 per cent of true liability; a third (32 per 
cent) expected none of their clients to have paid within 
plus/minus 5 per cent of true liability. Over half the 
accountants (56 per cent) thought that at least one- 
fifth of their clients would have an error in payment 
of greater than plus/minus 20 per cent of true liability 
and 8 per cent of accountants thought that none of 
their clients would be within plus/minus 20 per cent 
of true liability. 


7. Avoidance 

An area where the taxpayer may particularly feel the 
need for advice, and the accountant, as we have seen, 
may find it particularly profitable to provide it, is that 
of tax avoidance — or, as many accountants euphemis- 
tically prefer to call it, ‘tax planning’ or ‘tax mitiga- 
tion’. Tax avoidance is the wholly legal re-arrange- 
ment of one’s affairs to reduce one’s tax bill. Account- 
ants interviewed were asked: 

Do you believe that the extent of legal avoidance has 

increased in recent years? 

They were further invited to give examples and 
explanations; to indicate their own and their clients’ 
‘attitude to avoidance; and to give examples of prac- 
tical disadvantages which might result from the 
‘application of tax avoidance schemes. : 

Of the 59 accountants who answered the question, 
fractionally over half, 3o, thought that there had been 
an increase in avoidance. Several added qualifications: 
two thought that it had. increased ‘slightly’ in their 
own office; two added that whilst avoidance had in- 
creased, it was becoming more difficult; and a third 
made the same point in a different way by amplifying 
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that, whilst the many loopholes had been closed, 
remaining were being used more heavily. One argued 
that legal avoidance had increased, but it was the | 
same people trying to protect their wealth. 

Twenty-six replied ‘No’, of whom 19 held that this 
was because many loopholes had been stopped; one 
qualified the ‘No’ by excepting capital gains tax on 
property and unquoted shares. Three accountants, 
whilst willing to comment, did not feel able to give a 
positive or negative answer to the question. Eight of 
those who said “Yes’.and three saying ‘No’ held that 
the public has. become more tax avoidance conscious. 

To sum up: accountants were about equally divided 
on whether or not avoidance had increased in recent 
years. But there is little doubt that a majority considered 
that the taxpayer was more willing to seek avoidance 
methods. If avoidance has not increased, it is because 
loopholes have been closed. 


Reasons for avoidance 

Fourteen accountants attributed the search for avoid- 
ance schemes to the high level of tax rates. Three of 
these and one other commented that the extent of tax 
coverage brought more people into the net who then 
wished to escape. One of the 14 mentioned specifically 
the effect of estate duty in breaking ‘up estates if 
avoidance schemes were not found; another reason 
adduced for the search for avoidance was currency 
control (1); a further suggestion was the difficulty. of 
building up reserves in the. close company and in 
partnerships (1). 

Evasion 

No questions were asked about evasion, i.e. the reduc- 
tion of one’s tax bill by illegal methods, but a number 
of accountants volunteered information about it. Nine 
held that some clients could not distinguish between 
avoidance and evasion and one of those said that some 
clients propose methods of evasion. Four other ac- 
countants maintained that evasion has increased, one 
elaborating that it was mostly in the form of small 
Schedule D earnings. Two of the nine accountants 
and one other referred to evasion by the client appro- 
priating extra cash takings and three others suspected 
clients of evasion (one gave the example of benefits in 
kind), though this was often impossible to pinpoint. 
Another’ accountant held that evasion was highest 
amongst the self-employed; it was argued that this 
often resulted in ‘fatuous’ back. duty cases (1); and 
that, because the Inland Revenue realised that the 
self-employed had most scope for evasion, they were 
treated with suspicion and thoroughly investigated (1). 
As with avoidance, increased evasion was blamed on 
high tax rates (2). In the view of seven respondents, 
clients are restrained from the worst excesses of 
evasion by their accountants. 
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-Examples of avoidance 

^ underthis question, though a number of other account- 
ants also referred to this aspect of estate duty in reply 
to other questions (see below). Attention to cessations 
'and.commencements was mentioned by accountants 
„ава six referred to the adoption of self-employed 
status. Three accountants mentioned devices for re- 
ceiving income from outside the UK — tax havens, 
‘trusts held abroad – and a fourth ‘mentioned living 
· abroad. Cash management and provisions to avoid 
shortfall were mentioned by four accountants and pen- 
sion schemes for the self-employed by three. There 
were six mentions of capital gains tax, three of which 
-were elaborated: the top rate of 30 per cent was a 
valuable avoidance loophole; dividing up an estate of 
land into parcels avoided capital gains tax part-dis- 
` posal rules; and capital gains tax loss-making to cover 
profits at the year end. Company formation was men- 
tioned by three accountants, once in relation to enter- 
tainers’ incomes. A wide varie:y of individual examples 
were given by other accountants. 


Clients’ attitude to avoidance 

Forty-two accountants said that clients encouraged 
their accountants to discover methods of tax minimisa- 
tion or that clients were very much in favour of tax- 
saving or both. But there were some individual quali- 
fying comments: that clients will adopt avoidance 
measures when advised but seldom instigate them; 
that clients will not adopt avoidance measures where 
tax and commercial-considerations conflict; and that 
accountants sometimes avoid tax for their clients 
without their knowing. 

Nonetheless, there were barriers to the adoption of 
avoidance measures by clients. Five mentioned that 
some clients (one specifically referred to older clients) 
believed avoidance to be immoral. Twelve accountants 
mentioned the dislike of many clients for complex 
schemes: it was suggested that the average business 
client just wanted a few expenses such as those for a 
motor vehicle; and that clients seldom implement 
avoidance schemes they do not understand. Fourteen 
accountants mentioned the unwillingness of clients to 

- divest themselves of assets or lose power over money 
= hence they did. пот avoid certain types of tax, e.g. 
estate duty, as much as they could. Procrastination by 
clients was mentioned by three ‘accountants — two 
about estate duty and one capital gains tax — until it 
was too late or less beneficial to adopt an avoidance 
scheme. Finally, two accountants mentioned the con- 
cern of some companies about their public image = 


which prevented them from adopting complex avoid-- 


ance measures. Whilst one accountant said that in- 
„ creasing sums were being spent on tax planning, five 
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accountants referred to ‘most’ or ‘many’ clients who 
were not prepared to pay large amounts for tax plan- 
ning; they did not appreciate the work done, said опе 
of these, and the other four referred to the unpredicta- 
bility of the ultimate tax saving. The fact that tax 
saving was not always precisely predictable was one 
factor mentioned to explain the characteristic referred 
to by three accountants: that clients sometimes ask 
for avoidance schemes to be drawn up but seldom 
complete them; the other reason mentioned was the 
administrative complications of re-arranging their 
affairs. 

"Ts niet ca avoidance аана on groands of 
unpredictability, complexity and unwillingness to part - 
with assets, is partly explained by examples given of 
avoidance schemes which turned out to have dis- 
advantages or failed to achieve the expected benefit. 
About a dozen accountants referred to changes in tax 
law affecting companies and partnerships. Close com- 
pany legislation made partnerships more attractive; 
then the lifting of the limits on directors’ remunera- 
tion affected the balance of advantage again. Five 
accountants mentioned splitting businesses as a way 
of circumventing the limit on directors’ remuneration; 
then the change of law removed the advantage and 
left the taxpayer with a more clumsy organisation as 
well as the bill for the costs of making the change. 
Several examples were given of tax avoidance which 
went awry because of a breakdown in family relation- 
ships; e.g. a husband and wife partnership — later 
followed by divorce; or the farmer who takes his son 
as tenant to get a tenanted value for estate duty — and 
then father and son fall out. Three accountants men- 
tioned the ‘ultimate’ avoidance device of a foreign 
domicile — but some who adopt it feel miserable des- 
pite the tax saving: as one put it, the accountant 
‘should always see that those who go abroad can be 
repatriated without unexpected difficulty. . 


Accountants’ attitude to avoidance 

What of the accountants’ own attitude to avoidance? 
Six of the interviewees had no experience of elaborate 
schemes or felt they were beyond the scope of their 
particular kind of practice and did not comment. The 
overwhelming attitude, expressed by 46 accountants, 
was to approve tax avoidance schemes to the full 
extent of the law. Two added the justification that the - 
Inland Revenue applied the principle in reverse and 
two more indicated that they especially approved 
avoidance where it could be used to mitigate high tax 
rates. 

But a number added reservations: as many as nine 
disapproved or had reservations abeut what they 
variously called ‘complex’, ‘artificial’, or ‘extreme’ 
forms of avoidance. In three instances this disapproval 


WINTER 1972 


was explained. by reference to the anti-avoidance 
action which such schemes provoked — which compli- 
cated the tax law and might prejudice genuine cases. 
Another accountant held reservations on (legal) death 
bed expedients; whilst a further exception was where 
the taxpayer in taking avoiding action, absolved him- 
self of other responsibilities, e.g. the employer who 
encourages sub-contracting where the people involved 
are not sensible enough to provide for future adver- 
sities. 

Three accountants indicated that they did not seek 
avoidance work, but gave avoidance advice if asked 
for it; one added that some of his clients would leave 
him if he did not do avoidance work with them. 
Whilst one accountant held that avoidance work was 
always interesting and usually profitable, three re- 
ferred to the work as ‘unproductive’ or a waste of talent 
and time. Two commented on the effect of tax avoid- 
ance in reducing tax yield and pushing up tax rates. 
One accountant made the significant comment that 
*most of the original thought in this office. goes into 
tax avoidance’, 


Tax saving and the accountant's fee 


One of the interview: questions sought to identify the | 


taxes or parts of the tax system which offered the 
most and the least scope for tax saving in relation to 
the cost as measured by the accountant's fee. The 
interviewer explained: 

The clients tax saving as a result of receiving tax 

advice including tax planning could be expressed as a 

multiple of the tax bill which he has to pay to his 

accountant, e.g. bill rendered by you for tax advice 
and services £50; tax saving £500; multiple xo. The 
higher the multiple the more profitable it is for the 
client to employ an accountant. (a) Which taxes (or 
parts of the tax system) would from your experience 

exhibit а high multiple? (b) Which would exhibit a 

lom multiple? 

Three respondents had no comments to make. 
Table 21 summarises the replies of the remainder by 
listing those parts of the tax system mentioned by 
three accountants or more. Estate duty emerges 85 
predominantly the tax with the highest multiple of 
tax saving to accountant's fee, with Schedule D Case I 
and II cessations and commencements next. Personal 
tax returns, personal capital gains tax on quoted secu- 
rities and capital gains tax generally, are the most 
frequently cited examples of parts of the tax system 
with low multiples. 


8. Tax reform – some general 
considerations 
"Yax reform! is an expression which covers a wide 
variety of changes: it may refer to new taxes for old; 
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to changes in the balance of taxation such as more 
direct and less indirect or vice versa; to detailed 
changes in the form and content of taxes; to changes · 


TABLE 21 
Tax зампд as a multiple of the cost of tax 
services 


No. of accountants 
Low 
multiple 


Tax, aspect of tax 
or type of tax work 


Capital gains tax 
Generally b 
Personal — quoted shares 
Unquoted securities 
- Land 
Corporate 
Income tax 
Personal tax retums 
Schedule D Casa | and II, 
cessations and commencements 
Schedule E expenses 
Surtax 
Generally 
Estate duty 
Generally 
Big estates 
Corporation tax 
Generally 
Close company 
Cessations and liquidations 
Tax planning in general 


awan aR a oco 





in the process and method of administration. As we 
indicated at the beginning of this paper, the motive 


behind this research into the hidden costs of taxation 


was.to promote tax reforms, especially reforms which 
might reduce compliance cost to the taxpayer without 
having off-setting adverse consequences. But besides 
data bearing directly and obviously on reform to 
reduce compliance costs, the research generated in- 
formation on three related issues of reform — sim- 
plicity in the wording of the tax statutes; equity or (to 
use the economist's more precise term) ‘horizontal 
equity’ in the content of the tax system; and efficiency 
of administration by the Inland Revenue. 


Improvement in the drafting of Finance Acts 
Simplifying the tax system is a frequently declared 
objective of reformers; simplification may relate to 
the content of taxation, to its administration and to 
its presentation. We are here concerned only with 
presentation: interviewees were asked: 

Do you believe that the wording of the Finance Acts 

could be clarified and improved, without any sacrifice 

of precision as to the exact nature of the law? 

Of the sixty accountants interviewed, 36 said ‘Yes’, 
of whom six said they felt strongly and two not very 
strongly. Twenty said ‘No’ and four were not prepared 
to give a direct answer to the question but were willing 
to comment. Those who did reply ‘Yes’ or ‘No’ were 
often hesitant to give a categorical answer. This 
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‘hesitancy is shown by individual comments such as: 
‘This is a difficult question to answer’; "This is a very 
' specialist field and I can only give a personal and 
possibly ill-informed opinion’; “Yes, but you would 
need a brilliant draftsman’. 

Two accountants specifically commended Parlia- 
mentary draftsmen: one held that they were much 
brighter than many people realise and the other that 
Finance Acts are well drafted. 

Several areas of particular complexity in the 
Finance Acts were indicated. Twelve accountants 
thought that much of the wording is fairly easy to 
understand but there are areas of great confusion, 
especially where a particular situation is not accurately 
envisaged. Another six considered that the interpreta- 
tion of certain words in Finance Acts demands a legal, 
rather than an accounting, training; as one said, there 
is a lack of definition of words, e.g. ‘relief, ‘disposal’, 
‘asset’. One accountant held that the absence of 
punctuation harms comprehension of tax statutes 
whilst another complained of some incredible word- 
ing: a ‘period of account’ is not an ‘accounting period". 
'Two others held that the use of schedules to act 
hinders understanding. Of those who said ‘Yes’, four 
recorded cross-references as particularly time wasting 
and this was also the stated opinion of one who said 
‘No’. 

The complexity has been accentuated by recent 
legislation, especially the 1965 Finance Act; eight 
accountants recorded this view in one form or another 
and amplifications included: that insufficient thought 
went into the Finance Act 1965 (2); that recent legisla- 
tion was more complex or unclear than legislation 
before 1965 (4); and that the 1965 innovations were 
very strict and it might have been better to legislate 
more generall and then gradually eliminate the 
loopholes (1). 

Causes of complexity mentioned were: the com- 
plexity of business affairs (3); the need to draft the 
law to deal with cases of complex avoidance (2) (for 
which the respondents attributed blame to account- 
ants themselves); and the fact that tax law now casts 
a wider net (1). Two specific consequences of this 
complexity were mentioned by individual account- 
ants: an unpredictability, which makes it difficult to. 
give clients good advice on tax minimisation; and 
the need for accountants t to Bpeculise in particular 
taxes. 

The consolidation of income tax by the act of 1970 
had helped according to seven accountants and one 
specifically referred to its effect in diminishing the 
cross-reference problem; but three maintained that it 
had not yet had any noticeable effect and another held 
that the process of building a series of intér-relating 
acts had begun again with certain sections of the 
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Finance Act 1970. Three accountants mentioned the 
need to consolidate estate duty and three others the 
same need for capital gains tax. 

Those who replied ‘No’ to the original duni. or 
who were doubtful, saw problems in an attempted 
simplification of the statutes: it usually meant further 
complications in the short term (1); a sacrifice of pre- 
cision (1); an increased job for the Inland Revenue in 
interpreting the law (1). Simplifying the wording, 
two accountants believed, would mean that the clever 
would be able to find loopholes. | 

Two accountants made suggestions for reducing 
the complexity of tax legislation and its application. 
One held that it would help if at the head of each 
section a general description of the text (which need 
not have the force of law) were given. Another sug- 
gested that Inland Revenue extra-statutory conces- 
sions should be embodied in legislation. 


Horizontal equity 

*HorizontaP equity is the principle that two people 
of similar taxable capacity should be taxed the same 
(as distinct from 'vertica equity, which is the much 
more subjective consideration of how differently 
people of different taxable capacity should be taxed). 
Interviewees were asked: 

Can you indicate any groups of the РТА 

tion who are treated by the tax code dissimilarly but 

who in reality are very similarly placed and where 
no substantial inequity to taxpayers or loss to the 

Revenue would result from the abolition of the dis- 

tinction now made by the tax code? 

Six accountants said they could not give examples 
and one did not reply; thus 53 accountants commen- 
ted: Comments divide into two broad categories: 
most are fairly strict answers to the question, instan- 
cing cases of people similarly placed but treated 
differently; but some accountants made more general 
comments on what they saw as lack of fairness in the 


tax system. 


"The employed and the self-employed 


Pride of place in answers went to the inequity which 
accountants saw in the expenses rule for Schedule D 
and Schedule E. Thirty-six (68 per cent) of account- 
ants mentioned the favourable treatment of Schedule 
D taxpayers and a further one, with the same point in 
mind, referred generally to the different treatment of 
the employed and self-employed. Other advantages 
seen for the self-employed were that, because Sched- 
ule D tax payments are later than Schedule E 
payments, Schedule D payers have the use of this 
money in the meantime (2). À further accountant 
pointed to the advantage of any proprietor of a 
business with consumables, who can take benefits in - 
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kind which are usually. more valuable than the amounts 
assessed on him. ` 

On the other hand, ds inequities.to the detriment 
of the self-employed were mentioned by individual 
accountants: a taxpayer (Schedule D, Case I and IT) 
who pays on an estimated assessment loses any 
further right to appeal; losses under Case V or Case 
VI of Schedule D cannot be offset against gains under 
Case I or II of Schedule D, but only carried forward 
against the same class of income; and pension pre- 
mium payments for the self-employed contained an 
inequity — if you underpay the premium it is not 
possible to carry forward, but if you overpay you can. 

Moreover, а particular class of self-employed, the 
sub-contractor, was getting a raw deal, according to 
four accountants who held that the Inland Revenue 
had been instructed to lean on sub-contractors and 
look unsympathetically on claims for expenses: motor 
vehicle expenses in connection with the place of 
business were mentioned; and one accountant argued 
that inspectors were trying to cut the subsistence 
allowance of self-employed sub-contractors in many 
cases to a figure less than the 15p per day allowed to 
Schedule E payers by means of tax-free luncheon 
vouchers. 

Inconsistency in administration was seen as a cause 
of inequity: two accountants said that inspectors of 
taxes were not always consistent in applying the in- 
formal rules which determine whether a person is 
‘taxed under Schedule D or E; and another argued 
that inspectors seem to have no standards for home 
consumption and private use of car — that, on the 
same facts, treatment differs between districts, and 
negotiation of small allowances wastes more time than 
the tax involved is wonn, 


Treatment of earned and unearned income 

Nine accountants were concerned in one way or 
another with what they saw as the unfair treatment 
resulting from the distinction between earned and 
unearned income. Six specifically mentioned retired 
people on unearned income who, not receiving earned 
income relief, are taxed ‘too highly’; three of these 
sharpened up their point by comparing the retired on 
unearned income with those receiving occupational 
pensions benefiting from earned income relief. Two 
other accountants referred to the taxation of invest- 
ment income at surtax rates where the total income of 
the individual is small. 

‘A rather different point was made by a tenth 
accountant, of the inequity to retired people who have 
a repayment claim on investment income and who 
have to wait to get their money back. 

One accountant pointed to the discrepancy that 
property income can be earned or unearned depending 
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on the arrangements and a further respondent illus- 
trated this generalised statement by reference to 
holiday letting rental income – which could go under : 
Schedule D, Case I, VI or VIII; under Case I it 
would possibly qualify as earned and would be taxed 


'on a preceding year basis, under Case VIII it would 


be taxed as unearned and on an actual basis. 


Inequities in capital gains tax 

Capital gains tax ranks first among the taxes for the 
largest number of different inequities mentioned, al- 
though most of them were mentioned only once. One 
respondent summed it up, in fact, by volunteering the 
information that ‘inequities on capital gains tax are 
greater than elsewhere' Seven accountants men- 
tioned the different treatment of individuals and 
companies for capital gains tax. One pointed out that 
an individual with property income and capital gains 
was subject to Case VIII and capital gains tax; 
the same receipts through a company would be subject 
to capital gains tax, corporation tax and Schedule F. A 
second accountant referred particularly to an invest- 
ment company, whilst four felt it inequitable that the 
sale of assets held within a company can attract capital 
gains tax at the higher rate applicable to companies 
and then the disposal of shares in the company 
attracted capital gains tax again. 

Other alleged inequities in capital gains tax men- 
tioned by individual accountants were: the differing 
treatment of long- and short-term gains; the fact that 
the low tax liability case is likely to carry as high a 
compliance cost as the high liability case; the com- 
parison of the man with a home to retire to and the one 
without (who will have tosell investments and pay gains 
tax on the proceeds); inequities in the retirement rule, 
for example for someone who retires early because of 
ill-health (although it was added that a helpful tax 
inspector could remedy this); the liquidity problem 
posed by capital gains tax on the disposal of shares in 
a private company by gift. 


The income ‘unit’ 

Nine accountants mentioned the aggregation of the 
income of husband and wife as inequitable either 
because of its effect on surtax payments or/and in 
restricting the earned income relief available. Two 
accountants considered it inequitable to aggregate the 
child’s income with that of the parents. 


The form of the business enterprise : 

Four accountants felt that there was inequity in the 
relative treatment of close companies and partner- 
ships; two elaborated this by claiming that by 
judicious arrangement the close company can be run 
to bear only corporation tax ~ it is easier to retain 
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funds for expansion in a close company than a partner- 
ship where both income tax and surtax is paid; and, 
as one of these respondents pointed out, as the pro- 
fessions cannot readily adopt the company form, they 
suffer. 

But advantages do not lie wholly with the company 
form. As four accountants mentioned, sole traders 
who become close company directors incur more 
‘hidden’ costs; they need to prepare accounts and 
take action to avoid shortfall. Also not all accountants 
took a sanguine view of the ease with which shortfall 
might be avoided: three contrasted the treatment of 
close and unclose companies and argued that the 
shortfall provisions, when strictly applied, make it 
difficult for the closed company to expand from re- 
tained carnings. 

Two respondents remarked on the inequity of 
valuation of a private company for estate duty 
purposes. 


Some miscellaneous points 

Four accountants were concerned at the disallowance 
of entertainment expenses when they were for the 
good of the business. 

Five respondents felt that the interest provisions of 
the 1969 Finance Act were inequitable. 

PrrDs also came in for criticism. Three of the com- 
ments were concerned with the starting level which 
was held to be too low. One concerned the inequity 
by which non-trading organisations were not subject 
to Px1Ds. | 

Additionally а number of individual comments 
were made, most of them subjective judgments about 
the fairness of particular features of the system rather 
than breaches in the principle of horizontal equity. 
But two accountants pointed out the inequity that 
may arise because sick pay is tax free: thus a man, 
whose wife works, is ill before retirement and receives 
tax free sick pay; he retires from ill-health and his 
pension is taxable. Another accountant alleged that 
tax inspectors had been instructed to examine claims 
to allowances by immigrants more strictly than other 
people’s claims. 

One accountant held that a lot of allegations were 
made about the unfairness of the tax system which 
were not justified. A further respondent pointed out 
that remedying these horizontal inequities would be 
costly in revenue. 


Inland Revenue efficiency 

Interviewees were asked the following question: 
Have you noticed any change in the efficiency and 
speed with which the Inland Revenue. attends to the 
tax affairs of your clients, e.g. in attending to 
correspondence and assessments? Give examples. 
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Response 

All sixty accountants commented on this question, 
but not all were prepared to give categorical answers. 
Forty-one accountants did say there had been a 
change, six said there had not. There is some element 
of ambiguity in the way the question refers to both 
‘speed’ and ‘efficiency’. Speed might well be held to 
be a necessary component of efficiency, although one 
can have speed without efficiency. Some comments 
were sufficiently wide to cover both speed and effici- 
ency (e.g. ‘they are goad all round") but, distinguish- 
ing these two factors where possible, let us consider 
first.the speed with which the Inland Revenue dealt 
with the affairs of taxpayers. 


Speed of dealing with affairs 

Some accountants were prepared to generalise over 
the whole field, others commented only on changes in 
particular aspects of tax work. Twenty-seven account- 
ants maintained that the Inland Revenue were 
‘slower’ or ‘generally slower’, of whom four con- 
sidered them ‘very much slower’, Three thought 
them faster, one of whom thought them ‘very much 
faster’. 

One accountant thought that two or three years ago 
they were slower in general, but were now speeding 
up; and two others made much the same point, 
referring to both speed and efficiency when they 
alleged that a bad start was made after 1965, but more 
recently things had improved. Three respondents 
argued that on some things the Revenue were faster 
and on others slower. 

Examples of changes in the speed of work related 

sometimes to the nature of the work, the kind of 
problem, the location, particular taxes or particular 
categories of Inland Revenue staff. 
Nature of the work: general examples of slowness 
frequently mentioned were correspondence ~ where 
delay in answering letters was mentioned by six 
accountants of whom one added ‘especially when the 
query originated with the tax adviser’; the transfer of 
files between offices (6); the work of the share valua- 
tion division – very slow according to nine accountants 
(one mentioned a twelve-month wait) attributed by 
most respondents to overwork; and repayment claims, 
which x4 accountants said were sometimes slow ~ one 
mentioning especially PAYE and personal cases (e.g. 
a widow with investment income) and another, 
itinerant workers. 

On the other hand, listing of hearings (after appeal) 
was recorded as faster by four accountants. 


Complex problems : seven, accountants held that diffi- 
cult tax problems were dealt with more slowly, one of 
whom hazarded that there might be а tendency for 
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such problems to be referred to head office. A further 
accountant indicated the same impression — of rulings 
coming from head office in an attempt to secure uni- 
formity of treatment. 

A further five accountants indicated that where a 
PAYE taxpayer had a small complication, e.g. a 
capital gain or some Schedule D income, the Inland 
Revenue were always slow in dealing with it. 


Location: non-local districts were often slow in 
replying according to six accountants. Delays occur 
where the taxpayer comes from another district or has 
tax affairs which are done by two offices (1). And one 
accountant maintained that whereas Somerset House 
used to answer queries on the phone, now you write 
and wait. 


` Particular taxes or aspects of administering a particular 
tax: we have already. noted that nine accountants 
recorded that the share valuation division was slow 
which would affect capital gains tax. Seven other 
accountants held that, where capital gains tax in- 
volved the district valuer, ‘all’ (5) or ‘some’ (2) cases 
were a lot slower. More generally, five accountants 
held that capital gains tax work was slower, but one 
-held that, whilst the work was very much in arrears, 
the Inland Revenue were catching up. 

As many as 24 accountants recorded that PAYE 
was slower 14 of whom specifically referred to London 
Provincial and other decentralised PAYE districts. 
Specific comments were that requested PAYE assess- 
‘ments were done slowly (3); that transfer of files to 
PAYE centres was very slow (2); that code numbers 
were slow to be changed (1). 

Ten accountants recorded dealings with surtax as 
slower, one of them specifically referring to surtax 
repayments. 

One area in which tax work had become faster, 
according to the majority of those who commented on 
this topic was assessments; five noted that they were 
sent out earlier, although another accountant stated 
that Schedule D assessments were slower coming out. 
One of the five and two others also maintained that 
the Revenue was collecting tax earlier from business 
clients. 

Зетот staff: one accountant recorded that senior staff 
are busier and therefore slower. 

General comments : the changes in the speed of work of 
the Inland Revenue were not all seen as disadvanta- 
geous. Three accountants indicated that Inland 
Revenue slowness was often a help to the accountant 
or the client. One specific illustration was delay in 
making assessments on new businesses – which helped 
their liquidity position. - 

Also, obviously not all accountants were impressed 
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Љу the areas of work in which the Inland Revenue 
were speeding up: four gratuitously commented that 
estimated assessments were often a waste of time. 


Efficiency (other than speed) 

"Thirteen accountants offered the generalisation that 
the Inland Revenue was less efficient than formerly ~ 
that all sorts of errors now occur. Two held that there 
was no change in Inland Revenue accuracy ~ one of 
whom added that it was always necessary to check. 
Three accountants paid compliments to the Inland 
Revenue's efficiency: one described them as ‘good 
all round’; another held that the Inland Revenue in 
his town (Hull) was ‘more efficient than ever before’; 
and a third added that the Inland Revenue worked 
well with the exception of capital gains taxes. There 
were also compliments on particular aspects of tax 
work: one accountant held that complicated cases 
were usually done accurately and another that the 
Revenue was taking more care over capital gains tax 
assessments than it did at first. An adverse comment 
on the Revenue’s efficiency, but not wholly to the dis- 
advantage of the accountant, was that the degree of 
penetration of Inland Revenue inquiries had dropped 
letting the accountant ‘get away with it’. This was 
rather contrary to the view of another accountant who 
held that the Inland Revenue were more sceptical and 
were asking a lot of unnecessary questions in back 
duty cases. 


Particular aspects of inefficiency 

Surtax: the ten accountants (above) who held that 
surtax administration had become slower also held 
that it was less accurate than formerly. Two of them 
looked back to a time ‘when the surtax office was 
always correct’. One made the point that the practice 
of sending surtax assessments for several years to- 
gether was not only unpopular with clients but also an 
indication of growing inefficiency. 

PAYE: just as more accountants recorded slowing - 
down and delays in PAYE work than in any other 
aspect of the system, so more recorded inaccuracies 
here than anywhere else. Twelve accountants recorded 
an increasing number of inaccuracies in PAYE work; 
specific criticisms were errors in coding (2); an in- 
crease in the number of useless queries (2); a lack of 
co-operation with agents acting for Schedule H tax- 
payers (1). Some general comments on PAYE were 
that the staff had no discretion to act (2); that the 
system could not cope with itinerant workers (1); that 
the new offices were remote and had destroyed liaison 
with the local office (3) and that it did not seem 
possible for professional advisers to use the free phone 
service of the decentralised PAYE offices. 
Assessments: four accountants felt that there had been: 
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a decline in the efficiency of final asséssments, one 
referring specifically to the increased frequency of 
arithmetical errors. | 

Variations in efficiency: a common diss mentioned 
by nine accountants, was that of variation in efficiency 
between tax districts; one of these also referred to 
variation between inspectors. Two accountants felt 
that there were seasonal variations in efficiency, es- 
pecially in PAYE work. À slightly different point, but 
relevant to the efficiency of the whole system, was that, 
according to three accountants, different interpreta- 
tions of the law came from different tax offices; two 
added that this applied especially where the law was 
loosely written, e.g. shortfall. This point was made by 
a number of accountants when discussing shortfall 
(above). 

Liaison between offices: as many as 14 accountants 
alleged that liaison between tax collectors and 
inspectors was poor (5); or had deteriorated (9). Two 
held that it was so bad that they wrote to both at the 
same time. А further respondent complained that 
sometimes the collector tried to collect when the 
inspector had agreed to negotiate. Only one account- 
ant said he had found liaison between inspector and 
collector good. Three of those who complained of bad 
liaison understandably made the point that it could 
reflect badly on the accountant in his client's eyes 
where, after a settlement between accountant and 
inspector, the collector tried to collect a different sum. 
Liaison in other ways also left something to be desired. 
Five accountants complained of poor liaison between 
inspectors and two more of bad liaison between the 
surtax office and the inspector. One accountant held 
that problems arose when the inspector had to liaise 
with someone else in the Inland Revenue. Two other 
individual examples on lack of liaison were the de- 
manding of tax on one assessment when a repayment 
was due on another assessment; and ihe sending out 
of final assessments even when an agreement had been 
reached with the inspector for a major modification or 
for holding back. 


Quality and helpfulness of Inland Revenue staff 

Eight accountants volunteered the view that the tax 
inspectorate was of high quality. Eleven commented 
on the helpfulness of the inspectorate, general or local, 
whilst four others spoke of the helpfulness of the 
‘local tax office’. Helpfulness could be a mutually 
beneficial two-way traffic; five accountants suggested 
that helpful accountants and those with a good repu- 
tation with the local tax office get prompt attention; 
and three others indicated their view that close co- 
operation with the Inland Revenue can be a great 
advantage in difficult cases, saving time and money; 
one of.these added that the job can be simplified by 
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dealing with a reasonable inspector aing C NIE 
personaldiscretion. . 


Not all the comments on the inspectorate were as 
favourable, but the adverse comments were in a 
minority. Five accountants commented that inspec- 
tors were seldom commercially minded, three re- 
stricting their criticism to the younger ones. Three 
accountants accused inspectors of spending a lot of 
time chasing trivial amounts of revenue, e.g. deposit 
account interest. À small number of comments sug- 
gested some deterioration, or the danger of it, in the 
relationship between the inspectorate and the account- 
ancy profession. Two held that the failure of ‘less 
experienced’ inspectors to be reasonable threatened 
to bring about deterioration; another accountant 
alleged that an inspector sometimes adopts a bullying 
attitude, and elaborated that this occurred particularly 
as a result of capital gains tax, which had altered the 
power relationships between the inspectorate and 
accountants. Another accountant also referred to the 
way the power of the inspector had been increased by 
both the tightening of anti-avoidance provisions and 
the need to declare assets for capital gains tax pur- 
poses. A similar kind of comment from another 
accountant referred to the new responsibilities put on 
the inspector by the necessity to deal with shortfall 
(where, before 1965, the analogous problem of a sur- 
tax distribution was dealt with by the surtax office). 

If accountants generally think highly of the inspec- 
torate, the same cannot be said for their views on the 
quality of lower level staff in the Inland Revenue. 
Without exception the comments were adverse. Two 
accountants generalised that all non-inspector work 
in the Inland Revenue had deteriorated. Fourteen 
blamed inferior staff in PAYE for the inefficiencies in 
this branch of the service, whilst rr thought that 
errors in Schedule D Case I and IT assessments were 
probably due to the use of low level or inferior staff. 
One accountant blamed the decline in the efficiency 
of tax collection not only on the lack of liaison with 
the inspector but also on low grade staff. 

A more charitable interpretation of Inland Revenue 
failings was provided by the accountant who referred 
to lack of continuity because of staff changes. 


Comment on Inland Revenue staffing and 
efficiency 

The accountant acting on behalf of his client the tax- 
payer, and the Inland Revenue officers, concerned 
with raising revenue for the Exchequer, are inevitably 
to an extent set in opposition to each other; it is 
natural in this situation to find accountants quick to 
criticise the Revenue, and it is likely that Revenue 
officers would equally find much to condemn in the 
behaviour and efficiency of dccountants. It is, then, 
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encouraging that the overwhelming number of com- 
ments.on the tax inspectorate were favourable. But 
this very fact adds weight to the criticisms voiced such 
as the delays in dealing with the taxpayers' affairs, the 
lack of liaison between inspectors and collectors and 
the poor quality of much non-inspectorate work. The 
picture thus presented confirms and elaborates the 
views expressed in the Report of the Estimates 
Committee on the Inland Revenue Departments 
which merit quotation at some length. 
23. One of the most intractable problems facing the 
Inland Revenue Department at present is the 
shortage of fully trained Inspectors of Taxes. It is 
these Inspectors who provide the leaders of the 
Chief Inspector's Branch and who handle the most 
complicated tax assessments. ЈЕ is clear that a 
shortage at this level must have a marked effect on 
the efficiency of the Branch. 
24. In recent years, especially since 1965, the 
volume and complexity of the work done by fully 
trained Inspectors have greatly increased. At the 
same time there has been a failure to produce, either 
by direct recruitment of graduates or promotion 
within the Branch, enough such Inspectors to keep 
up their numbers. Indeed, according to the Associ- 
ation of Inspectors of Taxes the number actually 
- dropped between 1961 and 1969. The result has 
been that they are no longer able to do all the work 
that ought to be done at their level... 
The consequences of this situation were set out in the 
conclusions of the Committee. 
73. In your Committee's opinion there is no doubt 
that at present the Inland Revenue Department is 
understaffed and overworked. Serious as this situ- 
ation admittedly is for the Department itself it is 
even more serious for the public as a whole. 


9. Tax reform — particular taxes 

No part of the survey contained questions specifically 
inviting proposals for tax reforms. Some suggestions 
for reform of individual taxes are, however, sprinkled 
throughout the interview answers; and the final 
interview question, wbich was an open invitation to 
comment on specific taxes and aspects of tax adminis- 
tration in the light of the purposes of the survey, 
provided the occasion for most of the reform pro- 
posals. Because of the context in which these sugges- 
tions were made, it was unlikely that any sweeping 
changes would be proposed by respondents; the most 
radical was the occasional suggestion to abolish a par- 
ticular tax (e.g. estate duty, because it yields so little 
revenue and occupies so much skilled manpower). 


* Fifth Report from the Estimates Committee, Session 
1968—69, Inland Revenue Department, HMSO, 1969. 
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Reform proposals therefore mainly take the form of 
detailed modifications to the existing taxes or methods. 
of tax administration. This, indeed, is the kind of 
reform tbat the accountant, by training and experi- 
ence, is best equipped to make. 

In considering the reform proposals it is important 
to remember the timing of the survey. The question- 
naire and the interviews preceded the 1971 budget, 
which introduced a wide-ranging programme of tax 
reform. Consequently, many of the respondent's sug- 
gestions bave been overtaken by events. But it is of 
considerable interest to examine how far the account- 
ants’ recommendations for reform match up with the 
Chancellor’s proposals. The supplementary question- 
naire was the one part of the survey to follow the 1971 
budget, and the opportunity was taken to test out the 
significance of the Chancellor's new capital gains tax 
proyisions — all of which directly related to compliance 
costs. Thus the survey has rather more to tell us on 
the reform of capital gains tax than on any other tax. 


Capital gains tax 

Capital gains tax emerges from the survey as pre- 
eminently the tax with high compliance costs. Almost 
every accountant cited it as a tax costly to administer 
because of its complications. It has the highest rating 
for compliance cost to tax liability ratio, even without 
allowing for the additional costs of professional valua- 
tion sometimes required. So high is compliance cost 
to liability that many accountants feel unable to charge 
the scale fee; and capital gains tax is therefore the 
least profitable tax for accountants to administer — 
some arguing that they do so only at an absolute loss. 

Further, it is the tax most frequently regarded as 
confusing to the taxpayer and most mentioned for its 
‘horizontal’ inequities. With such unenviable distinc- 
tion, here, above all, was a tax crying out for reform, 
especially for simplification. As one accountant ex- 
pressed it, with some pardonable exaggeration, ‘unless 
capital gains tax is simplified it will have to be aban- 
doned’. The Chancellor sought to meet this need in 
three ways: 

Y. Abolition of the income tax charge on short-term 

gains (Case VII) and its replacement by the long- 

term capital gains tax. 

This not only brought some simplification, it met 
the complaint voiced by three accountants that the 
distinction between short-term and long-term gains 
created inequities. 

2. The introduction of a new form of exemption from 

gains tax where the total proceeds of all disposals 

made in the year did not exceed £500. This replaced 

the exemption for gains of £50 or.less (after 1971). 

This change effected a reform felt to be necessary 
by the largest number of accountants to comment on 
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capital gains tax in the final open-ended question. 
Many of them argued that under the £50 exemption 
limit often the same amount of work had to be done 
to prove the exemption as would have been required 
had there been a liability. Twelve accountants recom- 
mended a rise in the £50 limit; five maintained that 
it would be better to exempt the proceeds up to a 
specified figure in any one year, although one of them 
recognised that such an exemption would open the 
way to avoidance by regular part disposals. 

In the supplementary questionnaire we sought to test 
out these views on the high compliance cost associated 


with the £50 exemption and also to obtain some idea. 


of the effect of the new exemption. Respondents were 
asked how many cases they had dealt with in the past 
12 months where capital gains tax liability had been 
less than £50. The 17 who replied reported 460 cases, 
an average of 27 per firm. They were further asked 
about the costs incurred in these cases; the results, set 
out in Table 22, are a clear vindication both of the 
accountants and the Chancellor. In nearly 80 per cent 
of the cases it had been necessary to charge'the same 
fee as would have been charged had there been no 
£50 exemption. 
TABLE 22 


Effect of £50 capital galns tax exemption on 
compliance costs 


All 
firms 


Per cent 


Number of cases where the £50 | 
of total 


capital gains tax exemption 
made it: 

: unnecessary to incur any costs on 
behalf of client 10 
possible to charge much smaller fee 
than would have been charged 
without exemption 40 . 
possible to charge smaller fee than 
without exemption 52 
necessary to charge same fee as 
would have been charged had there 
been no £50 exemption 6 


2:2 


87 


358 


Total 460 





Respondents to the supplementary questionnaire 
were also asked how many cases they had dealt with 
in the previous 12 months where the total proceeds of 
all disposals had been under £500; the 19 accountants 
who replied reported an aggregate of 637 cases, an 
average of 34 per firm. This compares with the .27 
cases per firm of gains under £50. The nature of an 
exemption itself affects the number of cases coming 
within it. The new form of exemption will push up 
the numbers of disposals with proceeds under £500 
and is thus likely to prove quite significantly more 
‘liberal’ than the previous exemption. 

3. Aboktion of the charge to capital gains tax on 

death.. 

This change, although not specifically recommended 
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by more than one or two interviewees, undoubtedly 
effected a further simplification. It also bears on a 
feature of capital gains tax mentioned by three account- 
ants: that the tax slows down and modifies asset dis- 
posal – the so-called ‘lock in’ effect. To try to obtain 
some idea of the lock-in effect, respondents to the 
supplementary questionnaire were asked: 

In your experience, have personal chents not sold 

assets which they would otherwise have sold, e.g. re- 

frained from changing their investment dn as 

a result of capital gains tax? 

Those who answered ‘Yes’ were then asked to say 
how often this had occurred, expressing their answer 
as an approximate percentage of their personal capital 
gains tax clients. 

Seventeen accountants provided usable answers. Of 
these, 13 (77 per cent) replied that some of their clients 
had refrained from selling assets because of capital 
gains tax. The percentage of such clients is given in 
Table 23. Eight firms (47 per cent of those providing 
usable information) knew of over 20 per cent of their 
personal capital gains tax clients who would not sell 
as a result of capital gains tax and two firms put the 
figure as high as 61-70 per cent. These figures are 
necessarily a minimum of the extent of lock in, since 
they refer only to clients of which the accountants had 
knowledge; some clients might retain assets because 
of gains tax without their accountant being aware of 
the motive for their behaviour. Thus it would appear 
that, before the 1971 legislation, the capital gains tax 
had an appreciable lock in effect. The 1971 provision 
by which death no longer counts as realisation. is 


TABLE.23 

Percentage of clients affected by ‘Lock in’ 
No. of 

accountants 


Percentage 
of clients 
1-10 
11-20 | 
21-30 
31-40 
41—50 
61-60 
61-70 


bound to accentuate this effect, as capital gains tax is 
now avoided if the asset is retained until death. The 
importance of the lock in effect for the health of the 
economy is a complex issue which cannot be pursued 
here;? but it is clear that the gain in simplicity by 
abolishing capital gains tax as a charge at death has 
been purchased at the cost of some decline in the 
mobility of capital. 


* For а discussion of the problem, see C. Т. Sandford, 
Taxing. Personal Wealth, George Allen and Unwin, 1971, 
especially pp. 235-8. 
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The other recommendations by accountants for 
capital gains tax reform can be listed briefly; a pro- 
vision against inflation (3); the possibility of carrying 
losses back against previous profits (1); a more flexible 
retirement provision (2); provision for the deferment 
of tax when the disposal was for a consideration other 
than cash (2); and consolidation of the law (4). 


Income tax and surtax 

As with capital gains tax, the strongest impression 
from analysing the reform suggestions of the inter- 
viewees on income tax and surtax is the extent to 
which the Chancellor's. proposals appear either to 
embody them or to go some way towards them. The 
Chancellor intends to replace income tax and surtax 
by a single graduated tax from April 1973; the distinc- 
tion between ‘earned’ and ‘unearned’ income is to be 
retained, but in the form of a surcharge on investment 
income, above a certain level of income, instead of the 
present earned income relief. Whilst the amount of 
this surcharge and the level of income above which it 
will apply will not be fixed until the 1973 Finance Act, 
the Chancellor has stated that the first slice of invest- 
ment income will be taxed at the rate applicable to 
earned income. 

As a short-term measure the Chancellor increased 
the one-ninth earned income relief to 15 per cent and 
removed the ‘ceiling’, thus effectively reducing the 
maximum rate of taxation on earned income to a 
marginal rate of around 75 per cent. 

The largest number of accountants who commented 
on surtax were concerned with its £2,000 starting 
level and particularly its effect on those with unearned 
income. Thus nine specifically advocated an increase 
in the starting level. Five of these and four others 
(nine in all) pressed for an allowance on unearned 
income to do away with the anomaly of people on 
relatively modest incomes paying surtax, Five account- 
ants, two of those who sought an increase in the 
starting level and three others, were particularly con- 
cerned with widows and pensioners on investment 
income who, it was felt, often suffered from the dis- 
tinction between earned and unearned income. One 
accountant thought that a distinction between saved 
and inherited wealth would be helpful; and three 
spoke of the difficulty for the layman of ascertaining 
where surtax commenced. 

Seven advocated specifically what the Chancellor’s 
long-term proposals contain – the abolition of surtax 
8s a separate tax and its fusion with income tax. The 
interim provisions must also have pleased the five 
accountants who urged the reduction of top rates, two 
of them specifically on grounds of incentive. The two 
accountants who advocated the simplification of the 
fractions (two/ninths, one/ninth) must also feel that 
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` the Chancellor has moved in their direction; and the 


three accountants who urged the need for a more 
attractive tax allowable pension scheme for the self- 
employed must have felt that the 1971 Finance Act 
went at least some way to meet their case. 

Beyond these points relating to the provisions of the 
1971 Finance Act, were a miscellaneous group of pro- 
posals including the fusing of separate schedules with 
possibly the similar treatment of earned and unearned 
income (3); putting Schedule D Case III on a current 
basis (2); simplifying the treatment of overseas income 
especially in relation to pensions (1); the levying of 
income tax only on actual income (2); introducing a 
carry forward of unused allowances for Schedüle E 
and income smoothing (1); the possibility of filing a 
*no change' claim for allowances (1); the raising of the 
limit for Px1Ds (1); a continuous review of exemption 
levels (1); a reduction in the cost of repayment claims 
(т); greater publicity for tax certificates (1); and the 
possibility of re-opening a determined appeal on the 
grounds of error or mistake (1). 

On administration, the recommendation of five 
accountants (with one against) that surtax should be 
administered at local level has been overtaken by 
events. Not so the comments on PAYE which are 
very relevant to the Government’s current thinking 
on the reform of tax administration. As many as 25 
accountants reported that the system seemed to work 
well, but there were a number of reservations and 
critical comments. Four of the 25 confined their praise 
to simple cases only ~ e.g. mor those of itinerant 
workers and those who change employment often; 
one said that codes and allowances change too often 
and another thought that expenses rules should be 
relaxed. SUP 

We have already noted the widely held view that 
PAYE was operated by poor staff. Four practitioners 
made the point that PAYE is unnecessarily compli- 
cated for employers to administer because there are 
too many deductions for the employer to make and 
because the onus is on the employer to find out about 
moonlighting, etc. They argued that there should be 
an annual return of income for all taxpayers each 
year and an annual assessment. 

Two accountants thought that PAYE makes wor- 
kers more aware of tax deductions, especially on 
overtime; one went on to add that this leads to 
evasion of tax on part-time earnings and over-reim- 
bursement of expenses from employers, with the 
employers’ collusion. 

We have already noted the adverse comments on 
the revisions to the income tax form (p. 18). Three 
accountants commented unfavourably on the failure of 
the Inland Revenue to set out assessments in a clear 
way ; two indicated that, where a Schedule E taxpayer 
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has a small source of other income, it is often set 
against allowances on the tax assessment — but this 
. Other income is not explained or set out in detail. One 
of these two and a further accountant also instanced 
that the practice of making assessments on each source 
separately .causes great difficulties especially where 
some allowances are set against each source. 


Corporation tax 

Sixteen accountants held that corporation tax was 
simple to administer; and six others maintained that 
it worked well apart from the close company pro- 


_ visions. A further accountant said that it had been 


simplified in some ways, whilst five considered that 
relating tax liability to the period in which profits 
were earned had been an improvement. 

The majority of the other comments related to 
shortfall; the next aspect most frequently referred to 
was Schedule F. 

The general views on the difficulties of shortfall 
have already been outlined (p. 12). Three accountants 
argued that the shortfall rules could be relaxed and 
another that they could be completely abolished. 
Several accountants, however, held that shortfall did 
not cause much bother in practice and two maintained 
that the Inland Revenue was adopting a more reason- 
- able attitude to shortfall problems. 

Monthly accounting under Schedule F was widely 
held to be time-consuming (p. 13). One accountant 
held that the form was unnecessarily complicated and 
did not set like against like as required by the annual 
return. There was also the usual allegation that 
Schedule F constituted double taxation. 

All these problems are likely to be solved or trans- 
formed by the new corporation tax which, either by 
split-rates or imputation, will remove discrimination 
against distributions. 

Two accountants who argued for the replacement 
of investment’ grants by allowances must have been 
pleased with the Government’s reforms. 


Estate duty 

Despite the actions of Chancellor Jenkins in extending 
the gifts inter vivos period and blocking avoidance 
loopholes in the 1968 and 1969 budgets, estate duty 
still emerges as the most avoidable tax (p. 22). In the 
final open-ended interview question, of the 23 respon- 
dents offering comments on estate duty, ten mentioned 


avoidance. Four dubbed payment of estate duty volun- 


tary except for the unfortunate and the foolish, and 
one of these maintained that it was possible to take 
avoiding action actually after the death where the 
deceased had owned a limited company ~ by adjusting 
year ends and accounting periods. Three other ac- 
countants, as well as one of the four, referred to it as 
the biggest single area of avoidance, especially for the 
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wealthy (2). Something of a vicious circle appeared. 
One accountant held that it was the main target of 
avoidance schemes because it was so unfair; whilst 
two held that the avoidable nature of estate duty made 
it extremely unfair. А further accountant blamed the 
complexity of the tax on over-sharp tax planners from 
which the innocent suffer. , 

Three accountanis who’ had urged the raising of 
the exemption limit оп small estates must have been 
pleased by the Chancellor's actions in lifting it to 
£12,500 in 1971. But in considering this tax, unlike 
the others, what stands out is the Jack of major 
Government proposals. Indeed, as the commenits on 
avoidance suggest, estate duty is the direct tax which 
now stands in need of major reform. 

Suggestions of detail by individual accountants 
include: increase the small gifts provision; drop good- 
will valuation for businesses; substitute market value 
for probate value for assets sold within a year of 
death; allow the costs of selling assets, e.g. valuation 
fees, against duty; increase the time before interest is 
charged on duty due; drop the time-wasting practice 
of estimated affidavits. 

There was also a call from several accountants to 
consolidate the duty. 


10. Concluding reflections on the 
hidden costs of taxation 

In this final section we attempt to indicate the nature 
and characteristics of some of the hidden costs of 
taxation. We are not seeking to offer a comprehensive 
statement on hidden costs, nor even on that part of 
hidden costs which are compliance costs. Rather we 
are seeking to draw out the implications of those 
hidden costs which have emerged from this survey of 
accountants; as a result some important aspects of 
hidden costs are omitted or only touched upon.” 


The nature of hidden costs 

Some of the community's resources, capital and 
labour, especially skilled labour, are employed in 
ensuring that the requirements of the tax system are 
met, But for this need, these resources could be used 
elsewhere in the economy. This is the main element 
in the real compliance costs of taxation. 

In so far as these resources are used to give the 
taxpayer advice and assistance, their cost is reflected 
in the fees taxpayers pay to their professional tax 
advisers: but two qualifications need to be borne in 
mind. First, the fee for any particular piece of tax 
work does not always accurately reflect the value of 
the resources used. Thus some accountants felt unable 


10 A fuller consideration of these other aspects (e.g. the 
‘time’ costs incurred by the taxpayer) will be contained in 
the full research findings to be published in book form. 
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to charge the economic cost of capital gains tax work; 
or have tempered the wind to the shorn lamb by 
undercharging clients known to be of limited means. 
Correspondingly, although a few accountants argued. 
that there were mo aspects of tax work which were 
very profitable, there are clearly some aspects of the 
work (especially where tax saving is a high multiple of 
fee) which are charged above economic cost. Second, 
and more significant, much work not billed as tax 
work is tax-generated ; it includes general accountancy 
and audit work undertaken so that the requirements 


. of the tax authorities can be met. But for liability to ' 


tax, the work need not, be done. Our data suggests 
that for business clients tax-originated work not speci- 
fically billed as tax work may amount to two or three 
times that billed as tax work. On the other hand, 
although it is tax-generated it ought to have a lower 
*weighting' in assessing compliance costs than specific 
taxation services, since it may be presumed that a 
more accurate statement of accounts may bring effici- 
ency benefits to firms and to the economy. 

Besides general tax advice, the taxpayers may also 
haveto pay for professional valuers for certain property 
liable to capital gains tax and estate duty, and occasion- 
ally to resort to counsel. 

Some compliance costs for tax services may be 
incurred by third parties who are required to act as 
agents for the Revenue. This happens with PAYE 
where the employer needs either to administer this 
aspect of the tax system through labour employed in 
his business or by hiring the services of a private 
accountant. PAYE administration emerged from the 
survey as relatively unprofitable work and costly to 
administer for clients too small to have a wages clerk. 
Whilst the immediate charge falls on the employer, 
depending on the market conditions he may be able 
to shift it forward to the consumer or backward on to 
his employees; but wherever it ultimately comes to 
rest, it is a compliance cost that has to be met. 

A further compliance cost, taking up resources 
which might have been otherwise employed, is the 
time the taxpayer himself has to apply to his own tax 
affairs, even when he employs a professional tax 
adviser. This aspect of compliance costs does not 
figure prominently in a survey confined to advisers. 
But several accountants mentioned it, especially in 
relation to capital gains tax. One accountant's hope of 
getting a profit from capital gains tax work was to 
require his client to keep an investment register. 

Besides the cost, in money or real resources, of tax 
compliance, there are costs of a psychic nature, none 
the less significant for being imprecisely measurable. 
One of these is the hardship and injustice from & 
system. where tax payments may on occasion differ 
significantly from true liability. If a taxpayer pays 
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more than he should, he suffers; if he pays less, the 
body of taxpayers suffer; and different treatment of 
those with the same taxable capacity is inequitable. 
Again, a number of accountants referred to the anxiety 
which tax returns generate in some taxpayers. As one 
put it, ‘clients do not often come specifically for tax 
saving: they come mostly to lift the burden of worry- 
ing about taxation’. The worries are increased where 
the lawis too complex for taxpayers to understand ; and 
where ‘estimated assessments’, sometimes far in excess 
of actual liability, are issued by the Inland Revenue. 

Some aspects of tax generate complex compliance 
costs, of which a notable example is avoidance. Some 
might argue that costs generated by tax avoidance 
ought not to be considered compliance costs as they 
are not a necessary part of meeting the requirements 
of the taxing authorities; but they are, to some extent, 
an inevitable concomitant of any tax system and as 
such can reasonably be regarded as a cost of its opera- 
tion. From the evidence of the survey the costs asso- 
ciated with avoidance are, first, the resources taken up 
in providing advice on tax avoidance which, as several 
accountants made clear, often included the most highly 
skilled man in the office. Second, resulting from parti- 
cular forms of avoidance, costs such as a less con- 
venient or efficient form of business organisation; or 
psychic costs. such as the unhappiness of a foreign 
domicile, taken up solely to save tax. But there may 
be further psychic costs in the form of injustices and 
inequities. The concept of avoidance used by the tax 
lawyer or accountant embraces widely different possi- 
bilities. This is clearly brought out by the sizeable 
group of accountants who, whilst happy about much 
that takes place under the umbrella of avoidance, dis- 
approved or had reservations about ‘complex’, ‘arti- 
ficial’ or ‘extreme’ forms. There is clearly a difference 
between the avoidance of the retired poor in transfer- 
ring their savings out of a building society and the 
death bed purchase of a farm to be sold again after the 
benefit of reduced estate duty has been gained. The 
second frustrates the intention of the legislation, the 
first does not. It was clearly the view of some account- 
ants that the avoidable nature of estate duty made it 
an inequitable tax; whilst two accountants pointed 
out the unfairness of avoidance to the community: it 
reduced tax yield and hence pushed up tax rates. 

Evasion, too, has possible costs in the time and 
energy of the evader, planning his evasion; but more, 
it causes in an extreme form the inequities associated 
with some forms of avoidance. 

The costs of running the tax system on the Inland 
Revenue side may be treated as a hidden tax cost but 
are not a compliance cost. However, the efficiency 
with which the duties are performed affects compli- 
ance costs: the slower and more inefficient is the 
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Inland Revenue, in general, the bigger taxpayer com- 
pliance costs become in real and money terms. Тће 
more inaccurate is the Inland Revenue, the greater 
are the psychic costs of inequity and anxiety. 


Some characteristics of compliance costs 
Examination of the nature of compliance costs in this 
survey leaves two dominating impressions about their 
characteristics. First, they have a marked tendency to 
regressiveness and inequity. Second, there are parti- 
cularly high compliance costs of change. 


The regressiveness of compliance costs 
Compliance costs often bear little relationship to tax 
liability or to income. The small liability capital gains 
tax may require as much work and hence impose as 
large an economic cost as the large liability. Or again, 
in two apparently similar cases of capital gains tax 
which result in the same liability, the compliance costs 
of one may be much higher than the other because of 
a complicated share history, or a particular problem 
in discovering information, or the need for a special 
valuation, resulting in horizontal inequities. The tend- 
ency to regressiveness is found in other ways too. In 
matters of negotiating a valuation of close company 
Shares for capital gains tax or estate duty, a highly 
skilled accountant can effect large tax savings for his 
client; similarly, with shortfall. The scope Тог nego- 
tiation introduced by the law is such that the qualities 
of the negotiators niay be more important than objec- 
tive factors in determining tax liability. Moreover, rich 
clients are better placed than poor to afford account- 
ants with the requisite skill. Again, PAYE administra- 
tion, as several accountants argued, is especially costly 
for the small man without a wages clerk. One account- 
ant who did much PAYE work held that costs were 
proportionately higher for firms with small payrolls 
and instanced a firm of one employee who would be 
. charged half as much as a firm with four employees. 


High compliance costs of change 

The changes in the tax system between 1965 and 1970 
added substantially to compliance costs and demon- 
strate the wisdom of the adage that ‘an old tax is a 


` good tax’. The new legislatión rendered obsolescent 


accountants’ skills acquired from long experience of 
repealed taxes and imposed an immense problem of 


assimilation; as one accountant put it, the 1965 Act 


could be easily assimilated by a man in his twenties, 
but not by а man in his forties. We have examined at 
length the decline in the efficiency of the Inland 
Revenue following the new legislation; and the prob- 
lem was even bigger for the Revenue authorities than 
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for the accountant because a sort of concertina effect. 
Seems to have operated which squeezed out Inland 

Revenue staff from both ends. On the one hand a 

depressing backlog of work led to frustration iu the 
Revenue service; on the other, there was more demand 

from taxpayers for private tax advice. Consequently, as 

the Estimates Committee recorded: ‘Since 1965 there 

has been a marked increase in resignations by experi- 

enced fully trained Inspectors. So far as the Branch can 

tell this is due to the increased complexity of the tax 

system making such Inspectors more attractive to the 

accountancy profession and commerce. The ability of 

outside professions to offer higher salaries and better 

prospects probably means that this will be a permanent 

source of wastage.’ 

The new legislation also added to compliance costs 
by its rough edges and was a. big factor in taxpayer 
lack of understanding. 

This does not mean that we should not have new 
taxes for old. It does mean that any new tax, to be 
justified, must be better than its predecessor by a 
sufficient margin to outweigh the substantial costs of 
alteration. It also means that every effort should be 
made by discussion to eliminate as many imperfec- 
tions as possible before legislation; and that future tax 
policy should pay close attention to the capacity of 
the Inland Revenue for handling new work. 

There is one encouraging thought to emerge from 
this consideration of the compliance costs of change: 
that as a tax becomes ‘older’ so compliance costs will 
diminish. This will surely be true of capital gains tax 
— partly because of legislation to remedy the more 
glaring defects; partly because accountants, taxpayers 
and Revenue officials become more used to it; partly 
because procedures are adopted for coping with it — 
like record keeping which, in the course of time, will 
much reduce if not eliminate the big problem of obtain- 
ing the basic data; and also because, as we move fur- 
ther away from the 1965 base line, there will be a 
diminishing number of cases where liability is small 
(and hence compliance costs relatively high) because 
niost of the gain bas occurred in a pre-tax period. 

There seems little doubt that the significance of 
compliance costs was underestimated in the tax re- 
forms of the second half of the 1960s. The Chancellor's 
recent changes, especially of capital gains tax, suggest 
that he may be more aware than some of his predeces- 
sors of the need to take them into account. But with 
VAT a certainty, and income tax self-assessment a 
possibility, their significance is unlikely to diminish 
in the near future. 





11 Op. cit. p. xii 
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Accountants' fees and their relationship to tax liability 


This Appendix sets out a summary analysis of the answers received to the first section of 
the supplementary questionnaire on fees which might be charged for a series of tax cases. It . 
was answered by 19 accountants. The introductory instructions were as follows: 


Listed below are a series of brief descriptions of tax cases. In each case would you estimate, as closely as is 


possible, the fee that you would charge the taxpayer for investigating, calculating and negotiating his tax liability 
with the Inland Revenue. Please assume that these taxpayers, apart from the stated differences, are in all other 


respects alike, e.g. age, allowances, etc. 

We realise that in normal circumstances you would base your charges on time records or on an evaluation of 
the work done. In the following cases we are asking you to estimate fees from your experience of cases similar 
to the ones described. It is assumed that the cases described relate to existing clients and not to clients who 
come to you for the first time, and that a normal charge is made including your normal element of profit, 


Questionnaire : Summary of Replies 


Tax or Nature of tax work to be done i| Minimum Maximum Average Average | 
taxes $ fee fee feo fee as 
involved per cent 
Й of tax 
liability 


Capital 1 Calculate, negotlate and finalise gain for a 
gains particular tax year on disposal of chargeable 
freehold property valued currently at £12,000 
(a) where the еп ге property is sold, having been 
acquired for cash before 1965 ` 
(b) where the entire property is sold having 
been leftto the present owner In a pre-war 
will 
(c) where the original purchase was for cash 
before 1966 and there is a part disposal of 
the property for cash 
(d) where, as a result of a previous part 
disposal, a 1965 valuation is obligatory and 
where a further part disposal occurs for cash 20 
(e) where the entire property 18 sold, having 
been acquired for cash before 1965 3,000 





Respondents! Comments on Question 1 
Eight accountants commented that tax liability was irrelevant to the fee, which depended on the length and 
complexity of the work. Nine other comments were received including the following: 

(i) There are likely to be other professional valuations necessary in nearly all cases. 

(ii) It is assumed that these are extra costs on top of tax work costs for the year. 


(iii) The above fees would be reduced to about two-thirds if dealt with as part of the normal annual agree- 
ment for the client’s tax liability. 


(iv) The estimates given are assuming an election is made and no аай valuer employed. 


(v) It might be more helpful to know if election for 6.4.65 values were to be made. I have assumed not or 
negotiations with the district valuer would add at least £10 to £15 to the fee (except in (d)). 
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Questlonnaire  . Summary of Replies 


Tax or Nature of tax work to be done j-| Minimum Maximum Average Average 

taxes . fee fee > fee fee as 
Involved percent’ 

of tax 

Hability 


2 Calculate, negotiate and finalise gain/loss 
for a particular tax year on disposal of quoted 
shares from a portfolio whose market value Is 
about£50,000 (Itis assumed that your records 
of clients' transactions are good and the 
appropriate reference books are readily 
avallable) 
(a) where the portfolio is made up of 10 
separate holdings and the disposal is of 3 
holdings only, originally acquired for cash 
since 1965, and not added to since, except 
by way of bonus issues, etc. 
(b) where the portfolio is made up of 60 
separate holdings and the disposal is of 15 
holdings originally acquired for cash since 
1965, and not added to since, except by way 
of bonus issues, etc. 
(c) where the portfolio is made up of 50 
separate holdings and the disposal is of 15 
holdings acquired for cash and added to by 
purchase at different times before and since 
1965. The election for a 1965 valuation has 
not been taken 
(d) where the portfollo is made up of 10 
separate holdings and the disposal is of 3 
holdings only, originally acquired since 1965, 
but not added to since, except by way of 
bonus issues, etc. 


Respondents’ Comments on Question 2 

Five commented on the irrelevancy of tax liability to fee. Comments (ii) and (iii) on Question 1 are repeated. 
Two accountants commented on the problem of getting information for the comparison; if it was difficult to 

obtain costs would be higher. ; 





Questionnaire | Summary of Replies 


Tax or Nature of tax workto be done Minimum Maximum Average Average 
taxes fee fee fee fee as 
involved per cent 
of tax 

lability 


3. Calculate, negotiate and finalise gain fora 
particular tax year on disposal of holding of 
ordinary shares in an unquoted company for 
which you have acted for many years but for 
which, as far as you are aware, there Is no agreed 
6 April 1965 value 
(a) where the shares were acquired and sold 
forcash — . 1,000 
(b) where the shares were acquired for cash but 
disposed of by way of gift to client's son 
(c) where the shares were acquired for a 
consideration other than cash and disposed 
of by way of gift 1,00 
(d) what might the additional cost beifthe 
company had a complicated share history 
including reconstruction or merger before 1965 


Respondents Comments on Question 3 
‘Two accountants commented on the irrelevancy of tax liability to fee. 
Eight other comments were made, mainly concerned to stress the variations in fees likely in this Rd of case 


according to circumstances and the particular difficulty of estimating (d). 
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Questionnaire 


Taxor Natura of tax work to be done Approxi- | Minimum Maximum 
taxas mate fee fee 
involved tax 

А : liability 


£ £ 
4. Calculate, negotiate and 
finalise personal client's tax 
liabillty fora particulartaxyear : 
Income (a) where the client's income 
is £4,000 for the year, from 
one earned source, from 
which tax was deducted 
underthe PAYE scheme 
(b) where the client's income 
is £4,000 forthe year, from 
one eamed source, from 
which tax was deducted 
under the PAYE scheme and 
where the client has dis- 
posed of 4 holdings of 
quoted shares (total pro- . 
ceeds £600) 
(c) where the client's income 
is £1,500 for the year, from 
one earned source from 
which tax was deducted 
under the PAYE scheme 
(d) where the client's income : 
is £4,000 forthe year, de- 
rived in approximately equal 
proportions from the follow- 
ing sources: rental income, 
eamed income, deposit 
accountinterest and un- 
earned income from abroad 1,000 
(e) where the clientis a widow 
with unearned income of 
£1,500 from a holding of 
shares (none of which was 
sold during the period) and . 
where the income is subject 
toan annual repayment claim 
(f) where the client is a widow 
with uneamed income of £1,500, 
subject to repayment clalm 
and where the client has 
disposed of 4 holdings of 
quoted shares (total pro- 
ceeds £600) 
(g) where the cliant’s income 
is.£6,000 for the year, from 
one earned source, from: 
which income tax was de- 
ducted under the PAYE 
scheme 
(h) wherethe client's income 
is £10,000 forthe year, de- 
rived in approximately equal 
proportions from the follow- 
ing sources: rental income, 
earned income, investment 
income, deposit account 
interest and unearned in- 
come from abroad 


О 
One comment on the irrelevancy of tax liability to fee. ПЕТИТЕ dnce: 

Aay iiaae fio different sources adds completions so the сау dE proportion’ s MEE All ари 
depend on the quality and completeness of information provided by the client. 
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Progress through dilemma: A compromise 
solution to the problem of accounting for 
changing prices and values 


Tom K. Cowan 


'Common dollar accounting: a 
pessimistic view 
The provision of price-level adjusted (common dollar) 
` ‘accounting reports as supplements to the reports based 
on historic costs is unlikely to provide an adequate and 
accepted solution to the problem of accounting for 
price and price-level changes. 
- The grounds for this view are. partly conceptual; 
‘there are reasons for believing that there із no such 
thing as a common dollar. But the main grounds for 
this pessimistic view are pragmatic, and necessarily so 
since accounting is a pragmatic art. 

If common-dollar accounting were a solution to the 
problem of accounting for price changes, there would 
. have been much more evidence of its usefulness than 

is apparent in modern accounting practice. The pro- 
- fession has been aware of the concept for close on forty 
years. Sweeney! brought his writings on the subject to 
a culmination in the publication of his classic, ‘Stabi- 
lised Accounting’, in 1936. Ralph C. Jones shocked 


the profession with his:two major research studies of | 


the subject in 1955—56.! Perry Mason produced his 
monograph in r956; and Mathews and Grant con- 
tributed a useful Australian study in 1958.‘ It is now 
ten years since the Accounting Principles Board of the 
American Institute of Certified Public Accountants 
0. . agreed that the assumption in accounting that 
fluctuations in the value of the dollar may be ignored 
is ‘unrealistic . . .'; and set in train the study that 


1 Henry W. Sweeney, Stabilised Accounting, Harper & 
Row, 1936. 

* Ralph C. Jones, Price Level Changes and Financial State- 
- ments — Case Studies of Four Companies, American Account- 
ing Association, 1955. Effects of Price Level Changes on 
Business dare паи and Taxes, American Accounting 


* Perry ee Price-Level Changes and Financial State- 
‘ments — Basic Concepts and Methods, American Accounting 
Association, 1956. 

* Mathews, Russell and John McB. Grant, Inflation and 
Company Finance, Sydney, Law Book Co of Australasia 
Pty Ltd, 1958. 


. resulted in the publication of ARS 6 in 19635 with. 
. its recommendation that ‘The effects of price-level 


changes should be disclosed as a supplement to the 
conventional statements.'* It is clear that what was 
intended by this recommendation was the mandatory 
furnishing of fully adjusted financial statements, with 
explanations of their meaning and significance, using 
an index of the general price level.” One could quote 
many other references to scholarly works on.the sub- 
ject of accounting for price-level changes. 'T'hese are 
only highlights in a large volume of research and 
writing. Indeed, there must be few instances where 


· во much has been written on an important subject 


and so little achieved. 

The methodology of common-dollar accounting has 
been common knowledge in the profession for a long 
time. Why is there not more evidence of its applica- 
tion? Would not one have expected trend setters in 
company reporting to be leading the way in the pro- 
vision of the supplementary reports recommended in 
ARS 6? Should not price-level adjusted accounts have 
been a feature of the service of financial analysts over 
the last five to ten years? — 


Application to external reports – by 
evolution or regulation? 
In the evolution of accounting practice, we have come 
to expect a more or less inevitable progress towards 
the improvement of the accounting service and a con- 
stant adjustment to meet the needs of a changing 
society. Why has this not happened in regard to this 
‘Achilles’ heel’ of the profession? Is this a case where 
progress is possible only under the initial compulsion 
of law or regulation? 

In this field, the odds are against the innovating 


5 ‘Reporting the Financial Effects of Price-Level Changes’, 
Accounting Research Study, No. 6, American Institute of 
Certified Public Accountants, New York, 99 . 

5 Ibid., p. хі. 

' Ibid., pp. 53-5. 
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company. Inflation creates a esis problem that 
turns the company to the market for additional funds 
to finance the present level of operations, and also the 
expansion of operations which inflationary conditions 
and market growth may stimulate. Success on the 
money market requires earnings levels that are at least 
comparable with those of one’s competitors. Price- 
adjusted accounts in times of inflation show lower 
operating profits, higher net assets, and considerably 
lower rates of return than accounts prepared on an 
historical cost basis. Under such conditions, only 
compulsion is likely to achieve general adoption of 
common-dollar accounting. 

Before there could be regulation or legislation to 
compel companies to produce supplementary price- 
level adjusted accounts, it would have to be demon- 
strated clearly that this was in the public interest. The 
absence of regulation and legislation would suggest 
that this has not been done. 

The argument that capital is eroded during times of 
inflation through the taxation of fictitious profits is a 
sound justification from the viewpoint of the com- 
panies concerned; but there are reasons for doubting 
its strength as an impetus to action by society. The 
State has still to obtain its taxation revenue; so.that 
any adjustments would be made mainly in the inter- 
ests of equity among taxpayers. Overall, the adjust- 
ments would favour business taxpayers, mainly com- 
panies, rather than individual taxpayers. There are 
reasons for believing that company income tax is 
really indirect, since it may be taken to-be included 
finally in the prices paid by individual citizens for 
commodities and services. This leaves us with equity 
among business taxpayers, mainly impersonal public 
companies, as a reason for action by society under the 
taxation heading. Apart from the temporary and dis- 
torting palliatives of accelerated depreciation, invest- 
ment allowances, and LIFO inventory valuations, no 
action has been taken..Equity as between companies 
with different asset and financial structures has not 
been sufficiently telling as to justify the administrative 
problems of an alternative to historic cost reporting of 
taxable income. It is clear that some stronger reasons 
will be required before action by society through 
regulation or legislation can be expected. 

It may be claimed that the trend towards increased 
automation, with a higher proportionate investment 
in depreciating fixed assets, may strengthen the case 
for action; but this argument is weakened Ьу the 
higher rate of obsolescence typical of an era of accele- 
rating change, and by the provision of accelerated 
depreciation as a means of alleviating through post- 
ponement the tax effects of inflation. Further, the 
taxpayer is the business concern, with its capacity 
(except in regulated industries) to pass on costs, in- 
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cluding taxes, in prices. One may conclude fairly 
confidently that little stimulus to social action can be 
expected from this quarter. 

Of much greater potential as a stimulus to social 
action is the industrial unrest that is all too typical of 
today. One of the factors behind this unrest is the 
misleading view of the profitability of company opera- 
tions that is provided through company reports pre- 
pared on an historic cost basis. The extent of the dis- 
crepancy is a factor of the rate of inflation, and that 
has tended to be relatively high during the last few’ 
years. The profits disclosed by companies provide an 
apparent justification for wage increases in excess of 
productivity increases. These lead in turn to an accele- 
ration of the inflationary spiral and an enlargement of 
the discrepancy between disclosed and real profits and 
profitability. This is a very serious feature of modern 
society for which our profession must accept some 
major responsibility. On the other hand, it is the 
directors who are primarily responsible for company 
reports. Why have they not taken the initiative in 
instituting a form of reporting that has regard to the 
effect on profits and profitability of price-level changes 
at least? They and their auditors may object to intro- 
ducing the subjectivity of specific price changes into 
the accounts; but surely there can be little objection 
on these grounds to the introduction of the relatively 
objective price-level adjustment? . 


The dilemma of directors 

The boards of directors of many companies face a 
dilemma in their reporting of profits, assets, and rates 
of return during a period of inflation. If inflation is at 
say то per cent for the year, and the prices and costs 
of the company are in line with the price-level in- 
crease, then the company will need essentially 10 per 
cent more dollars to finance the same level of physical 
activity. In the short term, this will apply to debtors 
and to inventories. In the longer term, it will apply to 
fixed assets also, Companies will look partly to profit 
retention for this finance; but high retention will 
depress share prices and increase the costs of raising 
additional capital. Most of the additional finance will 
have to come from the money market, on which com- 
panies compete for funds. Realistic reporting on profits 
and profitability by a company would require a dis- 
tinction between ‘real’ profits and fictitious profits. 
The application of price-level adjustments to the com- 
pany’s reports would reduce the disclosed profits, 
increase the net assets, and reduce materially the rate 
of return on investment. This would depress the value 
of the company’s shares in itself, and this effect would 
be accentuated if the dividend rate were reduced to 
bring the dividend pay-out within the limits of the 
‘real’ profits disclosed. 
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Unless all companies are required to report in 
similar terms, then no board of directors is likely to 
institute price-level adjusted company reports. But 
the alternative has its bad features also. 'To emphasise 
dollar increases and percentage increases in sales and 
profits, to report dollar expansion as though it were 
real expansion, and to base dividends on disclosed 
profits rather than on real profits, may create a situa- 
tion where a company may compete on favourable 
terms on the money market. On the other hand, such 

reporting fails to disclose the facts of the situation to 
interested parties. 

So far as shareholders and investors are concerned, 
this would not matter unduly if the spread of assets 
between fixed and monetary were relatively uniform, 
and if the spread of sources of funds were relatively 
uniform. Since neither condition is likely to apply 
over a range of alternative investments, shareholders 
and investors are left to apply their own adjustments 
and judgments in assessing the relative effects of infla- 
tion in their interpretations of company results. Тће 
situation of managers of enterprises is much the same. 

What may well be far more significant and of much 
greater social importance is the effect of the informa- 
tion distortion of unadjusted historic cost based report- 
ing on worker and consumer interests. The reporting 
of absolute sales and profit increases and of rates of 
return on funds without adjustment for the changing 
value of money provides worker and consumer inter- 
ests with the very evidence that they are seeking, the 
one to obtain wage increases and the other to press for 
state action to control prices. The results of the mis- 
information may well be contrary to the social interest 
— in industrial unrest, inflation, and unwarranted inter- 
ference with the price mechanism. Before action by 
society can be expected to ensue, the fact and materia- 
lity of the distortion and of its effects have to be made 
evident. Our profession should examine its role in this 
exercise in analysis and education. 


Financial analysts: internal reports 

Accepting that the odds are against the innovator in 
accounting for price-level changes, it is significant 
that there is so little evidence of the application of 
price-level accounting by financial analysts and in 
reports prepared for management. It is most unlikely 
that this is due to the conservative stolidity that for so 
long refused to recognise the fact of a changing value 
dollar in company reporting. The primary justification 
for accounting action is usefulness; and this is parti- 
culatly true in the fields of management accounting 
and financial analysis. Accounting is a pragmatic art. 
One is forced to conclude that accounting for price- 
level changes would have been more widely adopted 
if it had been more widely recognised as being useful. 
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It would be helpful to consider why it has not achieved 
this recognition. 

One reason for the non-recognition of common- 
dollar accounting as a useful reporting system is an 
underlying and intuitive uneasiness about the concept 
itself. 

This uneasiness arises partly from communication 
aspects of the problem. Accountants and those to 
whom accounting reports are addressed think in terms 
of dollars and not in terms of purchasing power. A 
dollar is a dollar now, and it was a dollar ten years ago. 
A communication is effective only as it communicates; 
and one must be concerned to express oneself in terms 
that are understood by those whom one is addressing. 
The communication situation has to be recognised as 
being dynamic: much can be achieved by means of 
education, but it takes time to change ingrained ways 
of thinking. There are good reasons for believing that 
the vast majority of the readers of company financial 
reports think in dollar terms rather than in purchasing 
power terms when they examine these reports. It is 
difficult to assess how far this is inherent and how far 
it is due to the form of company reports presented 
over the years of their experience. If reports were 
couched in purchasing power terms, would these 
readers change their mode of thinking about the data 
included in these reports? 

There is some uneasiness too about whether there 
is such a thing as a common dollar. The concept of 
the common dollar infers an equating of purchasing 
power. This equating of purchasing power may be 
achieved through a general price index developed 
from the comparative costs of a ‘shopping basket’ of 
commodities and services. The application of this 
index to historic cost data will result in a presentation 
of data expressed in dollars of more or less equivalent 
purchasing power. But there are grounds for question- 
ing both the accuracy and the significance of this 
conversion process. 

Wealth may be thought of as *well-off-nese', id 
the dollar as a unit of ‘well-off-ness’. If this view is 
accepted (and it is put forward with some diffidence), 
then there are grounds for questioning the conceptual 
soundness of using a general price index as its measure. 
In the short term the application of a general price- 
level adjustment may give a close approximation to 
the expression of *well-off-ness' in dollar terms. Over 
the longer run, the measurement of assets in price- 
level adjusted dollars may be expected to diverge from 
a measurement in terms of ‘well-off-ness’. Та ап age of 
rapid technological progress and change, we find con- 
stantly changing commodities in a constantly changing 
satisfaction environment (i.e. with different relative 
values being attached to different commodities and 
services). One cannot deny the probability that money 
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has changed in value through time. The problem is 
whether there is available to us a valid and objective 
means of measuring the changes in the true value of 
the dollar. Usefulness is related to the general accept- 
ance of a particular measure. The general price index 
may well provide the most objective and convenient 
measure of price-level changes available to us; but at 
best it can only be regarded as a compromise solution 
to a most complex problem, and therefore one of 
limited validity. 

There is little doubt that the recognition of con- 
ceptual inadequacies is not in itself the main reason 
for the non-adoption of supplementary price-level 
adjusted accounting reports. One is forced to conclude, 
perhaps regretfully, that the main reason for non- 
adoption is pragmatic (though it may be based on 
these conceptual inadequacies); they are not regarded 
as being sufficiently useful to offset their disadvan- 
tageous features. 

· As we have seen, the odds are stacked against the 
innovator. There are significant ‘costs’ to be borne by 
the provider of supplementary price-level adjusted 
statements — not only the results of reporting lower 
profits and lower rates of return, but also the costs of 
introducing confusion into the communication pro- 
cess in the form of two sets of accounts for the same 
facts. Further, there is a cost involved when one 
adopts a partial solution to the problem of expressing 
facts in real terms, as is done when we measure in 
price-level adjusted historic costs rather than in cur- 
rent costs or values. The ‘costs’ associated with the 
provision of supplementary price-level adjusted finan- 
cialstatements are high. At the same time, the revenues 
‘which common-dollar reporting may be expected to 
provide are eroded because these reports are not the 
main reports but are supplementary to the principal 
reports. To achieve an effective communication, a 
company should have only one report on income and 
one report on position. Such research studies as I have 
seen suggest strongly that, if two reports are presented, 
one will tend to be disregarded as irrelevant — as tends 
to be the case with the balance sheet of the holding 
company in a group report. This could be what has 
discouraged the innovators in company reporting 
practice. 

But their main lack of usefulness is to decision- 
makers within and outside the company. If this were 
hot so, then management accountants and financial 
analysts would be applying price-level adjustments in 
their analyses of performance and position. I am not 
suggesting that they disregard price-level changes 
entirely; but rather that they do not apply the com- 
prehensive set of adjustments involved in price-level 
accounting. The reasons may well be: 

(1) That historic cost based accounts are regarded 
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as more significant than price-level adjusted accounts 
~ because they are more closely related to cash flows, 
' and the results of business activity must find expres- 
sion in the end in cash flows. 
(2) That price-level adjusted historic costs are not 
necessarily more relevant for the decision-maker than 
historic costs. 
If historic costs fail to express current values, then 
price-level adjusted historic costs will also fail,’ for the 
assumption that all prices follow the average of the 
‘shopping basket’ comprised in a general price index 
is quite ridiculous. Further, we are still left with the 
distortions resulting from excessive depreciation pro- 
visions, understated inventory valuations, rejuvenat- 
ing repairs, and the failure to account effectively for 
intangibles. What would be the significance of a price- 
level adjustment applied to the residue of the historic - 
cost of a computer purchased even five years ago? 


The alternatives 

At this point, the advocates of current or replacement 
cost accounting may propose current or replacement 
costs as an alternative. At least one finds notable 
examples of replacement cost accounting in use in 
internal management information systems, with some 
even extending to company external reporting.? The 
conclusion is that replacement costs receive a recog- 
nition of usefulness that is denied to price-level ad- 
justed historic costs; and this is natural, since they 
provide in the matching process measures of long-term 
viability and approximate at least one concept of 
opportunity cost. 

On the other hand, the comprehensive application 
of current or replacement costs to accounting is open 
to criticism on at least two grounds: 

(x) The subjectivity involved ~ though this may 

well be regarded as not too high a price to pay for 

the added relevance of the output from the system; 
and 

(2) The inherent assumption that the nature of the 

business and the direction of its investment in assets 

will not change. ЈЕ the replacement costs of all the 
non-monetary assets of an enterprise increase dur- 
ing the year by a uniform то per cent, and the price- 
level is stable, the replacement cost accounting 
advocates’? would not recognise as a gain during 
the year the increase in the economic worth of the 
entity. The adjustment would be treated as “Capital 
Maintenance’. 


8 Though admittedly one would expect there to be less 
overall divergence than between unadjusted historic costs 
and current values. 

* For example, N. V. Philips Gloelampenfabrieken. 

1 Бог example, R. S. Gynther, Accounting for Price- 
Level Changes: Theory and Procedures, Pergamon Press, 
1966. 
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Some companies have adopted the device of periodic 
revaluation of certain fixed assets, particularly land 
and buildings. The cynic would say that these revalua- 
tions have taken place when the directors believed that 
the company could support a higher total dividend 
rather than because of a desire to achieve a more 
realistic balance sheet. In reply, one might point out 
the close relationship between the value of the special- 
ised and ‘sunk’ assets of an enterprise and the profita- 
bility of the enterprise. If a company can ‘afford’ to 
write up such assets because of its level of profitability, 
then it is probable that the addition to the book values 
of these assets is justifiable. Such revaluations are 
seldom applied to plant; yet the differences between 
the book values of plant and the values based on 
replacement costs of plant (e.g. insured values) may 
be very great. A related criticism is the failure of most 
replacement cost exponents to have regard to the 
income tax factor in dealing with the revaluation 
credits, since the amount of the write-up is not nor- 
mally deductible for income tax purposes as deprecia- 
tion as the services embodied in the asset are.used up. 


Problems and achievements 

In accounting for price changes, we have two related 

problems rather-than one problem: 

- (0) The problem of accounting. for price-level 
changes; and 

(2) The problem of accounting for specific price 

changes. 

We are operating in an environment that is con- 
servative, and to some extent desirably conservative, 
since conservatism is related to confidence. However, 
our very conservatism in the accounting process has 
led us into non-conservatism in the reporting of pro- 
fits; and there are good grounds for believing that this 
is neither in the best interests of society nor in the 
best interests of our profession. In reacting to the 
problem of accounting for price changes, the profes- 
sion has carried out research studies and engaged in 
theory development. It has even made recommenda- 
tions aimed at encouraging the use of supplementary 
price-level adjusted reports. But in terms of achieve- 
ment, the attainments of the last forty years have been 
very small indeed. Тће vehicle of progress to more 
realistic accounting measurement has been bogged 
down in the quagmires. of accounting argument ~ а 
state of affairs not helped by the timidity of the pro- 
fessional ‘driver’, We have sought perfect solutions 
where there was no perfect solution, and general 
acceptance where the facts of the environment pre- 
cluded general acceptance. 
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By compromise to progress ч 
The essence of accounting theory is ‘principle’; and 
there is no end to the scope for opinion and counter- 
opinion. The essence of accounting practice is com- 
promise. We have had to. find compromise solutions 
to problems such as depreciation, inventory valuation, 
and income recognition. If we are to progress in the 
problem of accounting for price changes, we shall 
have to begin with a compromise solution — and a 
more realistic compromise solution than the unattrac- 
tive and relatively meaningless supplementary report. 
To be acceptable, the compromise solution will 
have to be simple in concept and capable of ready 
application. It is desirable that it provide the minimum 
that is necessary to open the way to evolutionary 
progress towards more relevant accounting measure- 
ment; since compulsion is unavoidable. It should in- 
volve a minimum of upset to traditional accounting 
when it is first applied, but it should have an inherent 
incentive towards accounting in relevant terms. It is 
claimed that the proposal which follows meets these 


The proposal | 

The proposal is simply that an annual adjustment 
should be made for the effect of the inflation of the 
year on the starting total of share capital and reserves. 
The basic entry is (the figures are assumed): 

(Debit) Profit and loss >- $40,000 · 

(Credit) Capital maintenance account $40,000 
Being allowance for inflation, 4 per cent on share 
capital and reserves of $1,000,000. 

If capital is introduced during the year, the calcula- 
tion will be more complex. 

The effect of this entry is to present the directors 
with a dilemma: 

(т) If they do not recognise increases in asset wales 
due to specific price changes during the year, then 
the inflation effect will be shown in full as a deduc- 
tion from retained profits of the year, and so will 
affect the view of the company’s profitability. 
(2) If they do recognise increases in the value of the 
assets during the year, they will reduce the inflation 
adjustment to retained earnings and provide a more 
favourable view of profitability. On the other hand, 
they shall have to justify their action to the auditor; 
and in future years the amount of the funds will be 
increased, the depreciation charges against revenue 
will be higher, and the rate of return on funds will 
be lower. 

The capacity of a company to offset the inflation 
effect will be dependent on the constitution of the net 
assets. For example, three Companies may have net 
assets as follows: 


A 


WINTER 1972 : : 
Company Company Company 
A · B C 


? $ $ $ 
Net assets (fin- 

anced by pro- 

prietorship): 
Monetary 

assets 1,000,000 500,000 Nil 
Fixed assets Nil $00,000 1,000,000 


' Company A has no prospect of adjustment. The 
inflation loss is a reality. Company B, if operating 
profitably, could apply specific indexes to its fixed 
assets or make other assessments of the increase in 
value of these assets; but a substantial inflation loss is 
likely. Company C may be able to provide a material 
offset to the adjustment for the year's inflation, but 
allowance for the taxation. effect of a write-up of a 
depreciating asset will still leave a substantial balance 
of inflation loss to be reported. The basic inflation 
adjustment would be the same in each case. The final 
adjustment, and the ‘real’ retention of the year, will be 
different for each company, and will provide valuable 
information on profitability to the readers of these 
companies' reports. 

ТЕ replacement cost accounting is applied to 
inventories, then the debit entry recognising the 
increase in value will increase cost of sales and reduce 
the disclosed profit; while the compensating credit 
(less provision for tax) will reduce the inflation adjust- 
ment for the year. 

In such ways, the processes of accounting evolution 
can be expected to lead us into an era of much greater 


realism and relevance than is evident in the accounting 


of today. 
- The form of profit report that is ај is along 
the following lines: 


Extract from the revenue and 
-appropriation statement : 

Net profit after providing for 
taxation 

Less; Dividends paid and pro 
posed, 10% . 
(equals 594 on shareholders’ 

funds) 
Profit retention for the year 


$100,000 


50,000 


$50,000 


-Less amount required to offset 


the inflation that occurred 

during the year (transferred 

to Capital Maintenance 

Reserve): 
Shareholders’ funds $1,000,000 
Inflation rate 4% 


Inflation effect $40,000 
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Profit retention added to the - 
reserves available for expan- 
sion of the business (equals 
1% on shareholders’ funds) 

Plus reserves brought forward 


$10,000 
$300,000 


Total of reserves, as shown in 


the balance sheet $310,000 


Rate of return on funds: 
Dividends paid and pro- 
posed 5% 
Retained for expansion 1% 


Total return 6% 


Extract from the balance sheet : 


Share capital 
Reserves 
Capital Maintenance Reserve 


(Note 1) 


Share capital and reserves. $1,050,000 | . 


$500,000 
310,000 


240,000 





Note 1 + Capital Maintenance Reserve represents the 
amount that has to be retained in the business to offset 
the effects of inflation and so to maintain the pur- 
chasing power of the capital committed to the busi- 
ness. The adjustments for the year are: 


$ 
Balance brought forward 200,000 
Amount required to offset the in- 


flation of the past year (4% р.а.) 40,000. 





Balance carried forward 240,000 





Where an asset 13 written up to recognise a specific 
price increase, the adjustment willbe: — 
Asset ~ for the increase in value — $10,000 

Provision for future income tax 

— for the tax effect through 
non-deductibility" 

Revenue Reserve — for the net 

notional recovery of deprecia- 
tion у $5,000 


$5,000 


То the extent that the asset was written up above 
original cost, the excess less provision for tax would 
be credited to Capital Reserve. The $5,000 would be 


u Assuming that company tax is 50 per cent. 


P 
. shown as a deduction from the inflation adjustment 
for the year: ; 


Inflation effect $40,000 
Less increase recognised. in the 
value of buildings (or plant) $5,000 $35,000 





The profit retention available for expansion would 
be $5,000 higher, and the rate of return would be 
shown at 64 per cent. 

То the extent that the increase in value of an asset 
related to earlier years, the entry would be the same 
but the adjustment would be to the *Reserves brought 
forward' figure in the profit statement. If the amount 
is material, the inflation adjustment and the rate of 
return calculations should be calculated on the 
adjusted total of funds. 

The adjustment may well show a negative retention. 
For example, if the retention rate in our example had 
been 40 per cent, and the inflation rate 7 per cent, then 
there would be a payment of dividend from capital of 
$30,000; and the real rate of return on funds would 
have been 3 per cent – unless there was an adjustment 
to the values of fixed assets to offset the effects of 
inflation. That this disclosure may shock the readers 
of company reports is no justification for non- 
disclosure. There are good reasons for believing that 
many companies today are in just this position. They 
are showing high profits, and a normal retention rate, 
but find themselves very short of money. To finance 
the same physical operations, they require additional 
funds. Some may come from additional creditors and 
overdraft, but the balance has to be found from long- 
term finance. The shortage of long-term funds is 
evidence of the overstatement of profits and profit 
retention. This would be enough of a problem in 
itself; but it tends to be accompanied by pressures for 
higher wages (and to a lesser extent lower prices) on 
the strength of the high profits disclosed. It is a 
matter of considerable importance to society that a 
more realistic portrayal of profitability is provided in 
accounting reports. 

Under the proposal, the adjustment for the 
inflationary effect would be mandatory; but the 
adjustment of asset values would be subject to the 
judgment of managers and directors, who would have 
to satisfy the auditor as to the fairness and validity of 
the adjustments made. From this freedom would 
develop patterns of conduct and finally standards for 
general application. That there would be practical 
‘problems goes without saying; but there are grounds 
for believing that they would be no less surmountable 


than the problems of depreciation and of inventory 


valuation. 
Tt is suggested that, initially at least, the compulsion 
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may. be limited.to companies whose shares are listed 
on the Stock Exchange. 

Outside of the United States of America, the role of 
legislative compulsion in the securing of improved 
standards of company reporting is generally accepted, 
though its significance has declined with the develop- 
ment to greater maturity of the accountancy pro- 
fession. It would not be too difficult to give effect to 
the proposal through legislation in these countries, 
though it would require the development of a strong 
body of supportive opinion in the profession and in 
the business community. A powerful force could be 
exercised by the Stock Exchanges. 

Within the United States of America, there remains 
a strong bias against the writing-up of assets, even 
some forty years after the events of the late 19208 and 
early 1930s. A substantial reduction in this bias is 
essential to progress in company reporting. The 
requirement for the price-level adjustment of share 
capital and reserves as a starting point to.evolutionary 
progress in accounting for price changes would need 
substantial backing within the profession, by the Stock 
Exchange authorities and by the Securities and 
Exchange Commission. Is it too much to expect of an 
environment which has accepted the conceptually 
dubious methods of LIFO valuation of inventories 
and accelerated depreciation? 

Some income tax benefits could be introduced con- 
currently with the legislation or regulation requiring 
compulsory transfers of inflation adjustments to 
Capital Maintenance Reserve; and the way could be 
opened for a greater recognition of the inflation factor 
in future tax legislation. For example, bonus issues of 
shares could be exempt from all taxation in the share- 
holders’ hands to the extent that they were made from 
Capital Maintenance Reserve. This seems entirely 
reasonable. It would be more difficult to secure 
exemption from company tax for the net inflation 
adjustment, unless specific price indexes were 
developed and accepted for application to the calcula- 
tion of taxable income. Nevertheless, the recognition 
in the published accounts of the extent to which pro- 
fits are regarded by the directors as fictitious is an 
essential first step towards more equitable taxation 
under conditions where inflation is a material factor. 
There may well be a case for some initial tax conces- 
sions to encourage the revaluation of assets at the initia- 
tion of these procedures. The existence or prospect 
of income tax benefits would ensure more support for 
the unavoidable compulsory element in the proposals 
contained in this paper. 


Compromise - a deliberate choice 
The essence of this proposal is compromise in the 
interests of progress. The object is to provide an 
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opportunity rather than a complete and rigid system. 
One could be criticised on both counts; but the choice 
has been deliberate. 

In this paper, I have been critical of the concept of 
the ‘common dollar’, but nevertheless recommend the 
application of a general price index to share capital 
and reserves in order to assess the effect of inflation 
for the year. I have stressed the relevance to decision- 
makers of replacement or current costs, but I have not 
proposed the general adoption of this concept in 
company recording, analysis and reporting. These are 
deliberate compromises made in the interests of 
simplicity, flexibility and acceptance. 

The purpose of the proposal is to give an unavoid- 

. able, uniform, but minimal impetus to the process of 
accounting evolution. There are many instances in 
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history where such interference has been essential; 
and our profession has examples in its Companies 
Acts and in the establishment of the Securities and 
Exchange Commission. It is my belief that progress 


ліп external reporting in the future, as in the past, will 


be dependent on a mix of compulsion and evolution if ` 
the form and standard of practice is to meet the needs. 
However much we may dislike compulsion, without 
this impetus the next forty years of accounting for 
price changes in company reports may well be as 
unfruitful as the last. 
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Anatomy of a Merger. 
D. G. Rhys 


In this paper it is proposed to analyse the circum- 
‘stances and tactics surrounding a long drawn-out 
takeover battle which at one time or another involved 
most of the companies in the important British heavy 
commercial vehicle industry. In many ways this con- 
flict typified the offensive and defensive tactics used 
in the merger movement, and it illustrates the obvious 
but sometimes forgotten fact that defensive tactics on 
the part of the firm being taken over substantially 
increase the price being offered to the company's 
shareholders. Clearly, of course, a takeover battle 
involving more than two firms only serves to further 
increase the shareholders’ short term gains. Whether 
such a contest is to the benefit of the firm which is 
ultimately successful in gaining control of the ‘take- 
overee’ is of course debateable. It is such factors which 
make the battle for Atkinson Lorries (Holdings) so 


General economic background 

The first requirement is to survey the broad industrial 
and market background to a situation where so many 
heavy vehicle builders wished to absorb Atkinson into 
their own organisations. This section of the motor 
industry contains a number of important firms which 
are independent of the giant groupings. In 1970 five 
such firms existed, Foden, ERF, Seddon, Dennis, and 
Atkinson, all of which tended to compete vigorously 
with each other and with the Truck and Coach 
Division of British Leyland. British Leyland’s stake 
in the heavy vehicle sector was the responsibility of 
the old Leyland Motors companies, and of the Jaguar 
group companies Daimler and Guy. Taking the 
commercial vehicle market as a whole the independent 
firms account for less than 5 per cent of total sales, but 
in the market for vehicles over 16 tons gross weight 
the independents account for over 35 per cent of sales 
compared with 60 per cent by British Leyland. As this 
is a growing market in both proportionate and 
absolute terms, the small independent producers have 
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been able to prosper and have been able to retain a 
high share of the total market.? 

A number of factors have accounted for the rela- 
tively high market penetration of the small firms and 
for their relatively sound financial position. In the first 
instance the small firms produce custom-built high 
quality vehicles by using labour intensive production 
methods. Аз the total production of such vehicles in 
I970 was around 40,000 units and as each vehicle 
incorporates many custom features — the whole being 
meticulously assembled ~ neither the size of the 
market nor the nature of the product are conducive to 
large-scale production methods. As a result the mass 
producers of commercial vehicles, Ford, Bedford, 
Chrysler UK, and BMC, did not deem it economic to 
attempt to compete with the smaller producers. Any 
attempt by them to introduce the same degree of 
custom building as the smaller firms would result in a 
slowing down of the whole productive process and . 
therefore sub-optimum working of the expensive 
capital equipment used by the mass producers. The 
mass producers have tried the alternative policy of 
selling more standardised heavy vehicles but so far 
with only a limited degree of success. It appears that 
the market for such vehicles demands a product which 
the small firm, utilising the minimum amount of fixed 
equipment, finds it the most economic and profitable 
to produce. 

Since 1945 the typical market condition for heavy 
vehicles has been one of excess demand. As a result, 
short-time working and redundancy have been 
infrequent in the heavy vehicle plants, and that which 
has occurred has often been caused by some firms 
making questionable commercial decisions rather than 
by any weakening in aggregate demand. A by-product 
of this has been harmonious labour relations born out 
of security of employment. The strength in demand 

1 See a forthcoming paper “Heavy Commercial Vehicles: 


the Survival of the Small Firm’, Journal of Industrial 
Economics, Summer 1972, by the author. 
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for heavy vehicles, both ‘at home and abroad, is 
illustrated by the growth in the productive capacity of 
the heavy vehiclé producers: 


1968 
1,600 
1,500 
1,196 
2,000 

24,000 


22,000 





As the heavy vebicle sector has been typically one 
where a seller's market prevailed, it was to be expected 
that one characteristic of the firms in the industry 
would be that of a sound financial position. In the 
event this indeed has largely been the case, and the 
profitability record of the heavy vehicle sector con- 
trasts strongly with that of the car industry between 
1960 and 1970, as shown in Table 2. | 

Despite some fluctuations it is clear that the period 
1960-70 was one of financial progress and prosperity 
for most of the heavy-vehicle producers. Indeed, the 
performance of the firms involved in the period 1965 
to 1970 is in sharp contrast to the position facing the 
car industry as a whole, where apart from the Ford 

· Motor Company the car manufacturers often did little 
better than break-even, and often made losses. In 
short, the squeeze on consumer durables and the slow 
economic growth rate which greatly affected the car 
market left the heavy vehicle market virtually un- 
scathed. The only loss maker on the commercial 
vehicle side was Dennis whose problem was one of 
relatively capital intensive methods of production 
allied to a poor market penetration, which in turn was 
a function of marketing errors. 

So given the state of the market the quickest way 
for any one producer to increase capacity would be for 
it to absorb one of its rivals. If the resulting merger 
gave rise to economies then the total output of the 
whole would be greater than combined output of the 


TABLE 2 
Index of Profits (Рге-Тах) 


Foden 


100 
116 
142 
103 
152 
109 
178 
186 
321 
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individual parts. This then was the broad background 
to the bids variously made by ERF, Foden, and 
Seddon, for Atkinson. 


Financial aspects of the bid 
ERF (Holdings) made the initial bid for Atkinson in 
July and August 1970. Fodens joined the auction only 
to withdraw from the scene in September 1970, ERF 
also withdrew at one stage but finally in October 1970 
had its fifth set of terms accepted by the Atkinson 
board.. At this stage ERF appeared to have succeeded 
in its aim of absorbing its rival, only to be thwarted by 
a last minute intervention by Seddon Diesel which by. 
December 1970 had clearly succeeded. Throughout 
the battle, British Leyland, which held substantial 
minority holdings of 20 per cent and 27 per cent in 
the equity of both Atkinson and Foden, remained 
passive, merely indicating its readiness to sell to the 
highest bidder? | 
Chronologically the bare bones of the takeover 
strategy and tactics of the combatants was as follows: 


Bid Terms Value 
per 
| | Share 
ERF's first bid Опе ЕВЕ ordinary for every 
. . three Atkinson 716 
ERF'ssecond bid Three ЕКЕ ordinary for 
every seven Atkinson 9/24 
Foden’s first bid Two Foden ordinary for 
every nine Atkinson 9/10 
ERF’s third bid | One ERF ordinary for 
every two Atkinson 11/44 
ERF’s fourth bid One ERF ordinary plus 1/~ 
cash for every two 
Atkinson 11/6 


After the Atkinson board had accepted ЕКЕ fourth 
offer, Foden withdrew from the battle without making 
a fresh offer. | ' 


2In September 1971 BLMC divested itself of its hold- | 
ings, but obviously during the takeover battle they were a 
force to be reckoned with. 
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ERF's fifth bid 21 ЕКЕ ordinary for every 
40 Atkinson, the cash 
element being removed. 

Seddon'sfirst bid One Seddon ordinary and 

15/- nominal of 84% 
convertible loan stock for 
every two Atkinson 2/- 


ordinary shares. 


11/5 


13/o 


The battle was marked by a high degree of volatility 
in the share prices of the bidding company, so much 
so that by the time a revised offer was made its 
financial value per share was sometimes little more 


than the original valuation of the previous bid. This’ 


meant that many shareholders in this long drawn-out 
battle found it extremely difficult to keep abreast of 
the exact price they were being offered, for normally 
the value of a bid was eroded by fluctuating share 
values. 


Bid Value at the Value at the 
time it was time of next 
made bid 
ERPF’s first 716 7/4 
ERF's second 9/24 9/2 
Foden's first 9/10 10/0 
ERF's third . 11/4% 10/3 
ERF's fourth 11/6 10/104 
ERF’s fifth: 11/5 I1/o 
Seddon’s first 13/0, Value at Final 
Acceptance 
12/9 


Nevertheless, the shareholders of Atkinson were 
offered considerably better terms in the final bid than 
was originally contemplated. This illustrates two 
things: (i) the advantages to shareholders from a 
contested bid and (ii) that many boards, by being 
party to an agreed bid or merger, may fail to look after 
the shareholder’s interests. 


Description of the bid 
The initial offer made by ERF was not really a 
serious bid; the offer price, which fluctuated between 
7/6 and 7/2 was considerably less than the current 
-market valuation of 8/14 per Atkinson share. The 
original offer document concentrated on both the 
‘industrial logic? of the bid and on a critical 
comparison between ERF’s past performance and 
that of Atkinson. ERF made no profit forecast and was 
clearly more intent on making an exploratory thrust in 
order to test Atkinson’s defences, than on putting 
forward a bid which would be immediately acceptable, 
The first bid made in July 1970 was duly rejected by 
Atkinson but was followed by a fresh and more serious 
approach by ERF in August. This was countered 
within the same week by Foden’s entry into the arena. 
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The board of Atkinson rejected both bids and ERF 
allowed its offer to lapse, although the latter did not 
rule out the possibility of another bid when Foden's 
bid expired. So, after starting the bidding and then 
retiring, ERF returned to the battle with a third set of 
terms. This was quickly followed by a fourth bid 
which for the first and only time introduced a cash 
element into the proceedings. On receipt of this offer 
for the first time the Atkinson board gave its support 
to a bid for the company; furthermore, the new terms 
removed Foden from the scene when the company 
announced that its own offer had lapsed. However, 
following a split in the Atkinson board, it was 
announced that Foden had made a fresh approach to 
Atkinson, but nothing came of tbis in the form of a 
new or improved offer. Evidently a failure on the part 
of the Atkinson and Foden boards to agree on terms, 
meant that Foden was not prepared to improve upon 
the then latest ERF bid, and it finally opted out of 
the contest. Following a revised profits forecast by 
Atkinson, ERF put forward its fifth and final set of 
terms which reverted to a straight share exchange with 
no cash element. Although Seddon Diesel had 
previously indicated a lack of interest, on the grounds 
that the price now needed to gain control of Atkinson 
was becoming rather high, at the moment of ERF’s 
apparent triumph Seddon entered the fray with its 
first and only bid. On studying the terms offered, the 
Atkinson board switched its allegience and recom- 
mended acceptance. In the board's view the economic 
and industrial grounds for a merger with either ERF 
or Seddon were equally compelling, but on purely 
financial grounds they now favoured the latter 
concern’s offer. 

In the event with the lapse of ERF’s fifth set of 
terms victory in the lengthy auction for Atkinson had 
gone to Seddon Diesel. ERF had opened the bidding 
in July 1970 to be joined by Foden in August. Initially 
ERF allowed its bid to lapse and withdrew from the 
contest. However, the company re-entered the picture 
and it was Foden’s turn to withdraw from the scene in 
September. In October ERF had its fifth set of terms 
accepted by the Atkinson board only to be thwarted 
by Seddon’s appearance in the auction room. In 
November ERF finally withdrew from the contest and 
by December 1970, 67-5 per cent of the ordinary and 
74:8 per cent of the preference shares had accepted 
Seddon’s offer, at which stage Seddon’s offer became 
unconditional and the battle was over. 


Analysis of tactics 

Offensive and defensive tactics were based on a 
thoughtful analysis of the economic and industrial 
advantages or disadvantages presented by a merger; 
on an assessment of the financial inducements to be 
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offered at any one time; on the precise timing of a bid ; 


and last but not least, on the nature of the personalities 
involved. | ' 

Jt was clear that in the period between ERF’s first 
tentative approaches to Atkinson and the occasion of 
its first official offer, ERF was giving itself the maxi- 
mum amount of room for manoeuvre. ERF’s 
announcement of its preliminary profit figures for the 
year 1969 of £735,000 made no profits forecast and 
made no mention of the current trading position. 
This meant that any part of Atkinson’s defences which 
required the company to speculate on its own profits 
forecast would not have the benefit of the bidder’s 
figures to give it a reference point. ERF’s tactics of 
keeping the biddee guessing was followed by an 
unrealistic offer which was primarily aimed at making 
the ‘victim’ reveal his defences. In a contested takeover 
the defence forecasts are always controversial and the 
opportunity is given to the bidder to cast doubt on the 
victim’s estimates. In other words, it is the bidder’s 
aim to place the biddee in a defensive posture from 
the start, thereby giving the bidder tactical leadership. 
ERF’s offer document made no profit forecast but 
fired an offensive shot by stating that current trading 
was ‘buoyant’ with a substantial and precise expected 
increase in turnover of 15 per cent. As mentioned 
before the document concentrated on the industrial 
logic of the bid and a critical comparison between 
ERF's past performance with that of Atkinson’s, On 
the surface the industrial logic was sound as both firms 
sold very similar vehicle ranges and often supplied the 
same customers. A high proportion of ‘bought out’ 
components — around 80 per cent ~ were used, so com- 
bined buying power may have produced better terms. 
Overseas both companies had assembly plants in their 
two main markets — South Africa and Australia ~ 
where the companies suffered from limited market 
penetration and relatively high operating costs, so an 
opportunity to rationalise presented itself. The 
financial attack centred on profits as a percentage of 
capital employed? with ERF publicising its typical 
performance as being around 23 per cent compared 
with 19:9 per cent for Atkinson. Much was made of 
the ‘incremental’ return, i.e. the figure for 1969 which 
was 34:9 per cent compared with 14:9 per cent, 
although this could be explained by the cost, and 
disruption to production, caused by Atkinson’s 
expansion programme. 

Atkinson rejected the bid, but none too speedily. 
This fact given the obvious unreality of ERF’s offer 
could only be interpreted as a sign of weakness and/or 
that defences were taking a long time to build. Та 
contrast to Atkinson’s lethargy, ERF immediately 


з Defined as equity plus long-term loan capital. 
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countered the rejection. with an improved offer. 
However, it was still clear that ERF’s bid left the 
company further room for manoeuvre. In other words, 
as it was almost certain that other bidders would 
appear on the scene ERF was still retaining the initia- 
tive by tempting them to show their hands whilst still 
retaining counter-measures of its own. In the event 
Foden appeared on the scene to counter ERF’s 
second bid. | 

This opened up fresh possibilities as British 
Leyland held substantial minority holdings in both 
Foden and Atkinson. Owning 20 per cent of 
Atkinson’s equity and 25 per cent of Foden’s, British 
Leyland was in a postion to bring the two firms 
together. As the ownership of the remainder of 
Atkinson’s equity was rather diffuse, acceptance of 
Foden’s offer on the part of British Leyland could 
easily have settled the issue at an early stage. How- 
ever, British Leyland remained passive, waiting upon 
the Atkinson board’s decision. 

Atkinson’s rejection of Foden’s offer was backed by 
a promised one for three bonus scrip-issue, a forecast 
of an increased dividend, and the repeated forecast of 
an increase in profits of £346,000 to £750,000. ERF’s 
bid was rejected mainly on financial grounds concern- 
ing the value of the offer, but where Foden was 
concerned, although rejection was basically on 
grounds of the adequacy of the bid, it was reinforced 
by observations to the effect that the two organisa- 
tions, because of the specialised nature of their pro- 
ducts, were incompatible. Atkinson accepting the 
‘industrial logic’ of ERF’s bid found no such compati- 
bility where Fodén was concerned. Indeed it did 
appear that Foden could only back the financial 
aspects of its bid by a statement to the effect that size 
of itself would produce a stronger group. However, as 
Foden was mainly a manufacturer whereas ERF was 
basically an assembler it would appear that significant 
long-term gains could only be recouped at the expense 
of costly short-term reorganisation. 

ERF retired from the fray completely only to 
return with a third revised offer. Again the Atkinson 
board appeared to have had good financial grounds for 
its rejection of the bid, and financial opinion urged 
shareholders to wait in the expectation of a revised 
offer. The Atkinson board was illustrating quite 
Clearly that it did not want to be taken over and felt 
quite capable of remaining independent. Under these 
conditions any eventual submission would only be to 
the highest bidder, when the price offered just could 
not be refused. 

However, a further ERF bid containing a cash offer 
won Atkinson’s approval. As Foden had allowed its 
offer to lapse it appeared that no rival bids were 
forthcoming and anyway the price now seemed right. 
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Immediately the situation was clouded by a publicised 
split in the Atkinson board which appeared to arouse 
fresh interest .on the part of Foden. However, 
although Foden’s approach had been more tactful 
than ERF’s rather brash attitude, and although the 
Atkinson board, despite its acceptance of ERF’s offer, 
had expressed readiness to consider any fresh 
approach from Foden, the lack of enthusiasm on the 
part of Atkinson’s board for a link with Foden would 
suggest that the latter would have had to offer 
substantial short-term financial inducements to offset 
the long-term reservations concerning compatibility, 
and it was unlikely that Foden would be prepared to 
pay a price which was beyond that which could be 
justified by commercial predictions concerning the 
profitability of the joint enterprise. At this stage in the 
auction some of the institutional holders in Atkinson, 
in the absence of a lead from British Leyland, had 
taken their profits by selling in the market. 

At this point in the proceedings although still 
wishing to remain independent Atkinson realised that 
its chances of doing so were slim. However, the com- 
pany began to look afresh at its profits forecast made 
as an early defensive reply to ERF’s first offer. The 
bidder agreed to delay posting its latest offer until the 
new study was completed. A new estimate of £825,000 
was produced which compared with the original 
£750,000 and ERF took note of this by increasing its 
offer. This new set of terms received the unanimous 
support of Atkinson’s board which was convinced 
that the price per share was above that which the 
shares would command in the absence of any bid. 

When all seemed settled Seddon Diesel made its 
single but successful bid. Its main arguments were 
based on the ‘industrial logic’ of its bid, bearing in 
mind the marketing economies which would arise 
from the integration of the two firms’ distribution 
networks, Savings could also be made by the use of 
common components with Seddon making parts for 
Atkinson and reducing the latter’s dependence on 
outside suppliers. One possible factor which Seddon 
omitted to mention was the possibility that its own 
market was about to suffer a setback. The Labour 
Government had proposed a Bill to restrict to 
one-hundred miles (as the crow flies) journeys made 
by lorries weighing over 16 tons gross. With a large 
part of its production devoted to vehicles of 16 tons 
and under, the future looked rosy for Seddon, but for 
Atkinson, principally a heavy lorry maker, the future 
was not so clear. However, the Conservative admini- 
stration deleted this proposal and the market began to 
turn back in favour of really heavy lorries. 

The six-month long battle ended when Atkinson's 
board switched its support from ERF to Seddon, on 
the grounds that although a good case could be made 
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on industrial and economic grounds for a merger with 
either company they favoured the Seddon offer on 
financial grounds. British Leyland showed its hand 
for the first time and accepted Seddon’s offer for its 
19:8 per cent stake in Atkinson. 

Although Seddon paid a high price, the sharply 
higher profits Atkinson was always confident of 
achieving did in fact materialise. Over the six months 
ending 30 September 1970 the company made 
£459,000 pre-tax compared with £183,000 for the 
corresponding period a year earlier. Atkinson’s target 
of at least £825,000 from the year’s trading was almost 
achieved with £783,000 being earned, a figure which 
was nearly double the previous year’s £404,000. 
Therefore Seddon by waiting until the last moment 
delivered a psychological blow to ERF, at a time when 
the latter was relaxing under the impression that its 
bid had succeeded, and was able to purchase a com- 
pany whose profits potentiality should be in keeping 
with the price paid for it by the purchaser.‘ . 

Although tactics were partly based on financial and 
economic logic, psychological and subjective factors 
were also relevant. The Atkinson board wished to 
retain its independence and to retain'a free hand in 
operating an independent commercial enterprise. The 
‘top executives’ of the independent commercial vehicle 
makers are drawn from families with traditional links 
with the particular firms involved, often families 
who were party to establishing the concerns involved. 
Each firm’s family group is jealous of its own domain 
and highly competitive with, and even antagonistic 
towards the family groups of rival firms. There is 
more than a touch of the ‘Zaibatsu’ about the inde- 
pendent commercial vehicle industry, and one firm 
being absorbed by another is almost synonymous with 
one feudal family having his castle and lands appro- 
priated by another. Personal antagonism or family 
incompatibility, was a real factor in this take-over 
battle. б 

This particular battle was important in that at one 
time or another it included almost all the main 
enterprises in the heavy vehicle field, including 
British Leyland. Only the Dennis concern was not a 
participant, and this firm has been, and still is, a 
possible take-over candidate itself. 


Assessment of the success of the 
merger 

'The firms in the heavy commercial vehicle field are 
typically small-scale producers utilising custom 
building techniques. This ‘non-specialisation’ is the 
basis, of the independent firms’ existence; in other 
words they fulfil a need which mass producers are not 


* However, see below on page 52. 
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geared-up to meeting. Àny attempt to standardise out- 
put would perhaps reduce costs a little, but the 


customer would be as likely to transfer his business to. 


firms which make standardisation their speciality. 
Perhaps, therefore, any standardisation brought about 
by merger would result in the firm or combine losing 
its sales to the low cost mass producers. The tradi- 
tional fate of small commercial vehicle firms attempt- 
ing to compete directly with the mass producers has 
been for them to lose their independence; firms such 
as Guy Motors became bankrupt, and others such as 
Thornycroft left the industry. In short, the volume 
of output achieved by the mass producers and their 
methods of production are such that they are able 
to make standardised products more efficiently than 
small-scale specialists. On the other hand, because 
they are geared-up to producing large volumes, any 
attempt on the part of the mass producers to make 
non-standardised vehicles would mean uneconomic 
production caused by the under-utilisation of capa- 
city, which in turn stems from the slowing down or 
halting of the productive process in order to introduce 
custom-built features. 

Clearly, any merger proposal within the heavy 
vehicle sector mooted on the grounds of securing 
greater economies through standardisation may be 
based on false assumptions. The economies secured 
. by the production of 5,000 standardised units would 
be far less than those derived from producing 50,000. 
Hence standardisation in the heavy vehicle sector 
would play into the hands of the mass producers. 
Nevertheless, if standardisation of production occurred 
between two specialists each capable of producing 
around 2,000 to 3,000 vehicles a year, what cost 
savings could be expected? 

Cost reductions are limited by two factors. Firstly, 
the typical specialist ‘buys out’ items accounting for 
80-90 per cent of total ex-works costs, so few costs are 
internal. Secondly, an increase in volume from 2,000 
units a year to 5,000 will not make much difference to 
unit costs. So if a firm like Atkinson is linked up with 
another assembler like ERF, or Seddon, or a manufac- 
turer like Foden, this is unlikely to have much effect 
on the efficiency of the combine. А number of exam- 
ples can be put forward to illustrate this point. 

For example, where cab production is concerned it 
is not economic to use pressed steel construction 
methods at production rates of below 20,000 to 22,000 
a year. In addition, the optimum production levels of 
the most efficient process for production levels below 
20,000 — glass fibre open mould techniques — have 
optimum levels of between 350 and 500 units a year. 
This means that duplicating the production process 
by using forty separate moulds, with all the allied 
labour and material costs, would still mean unit pro- 
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duction costs below those incurred by using pressed 
steel. So from output levels of from 500 units a year 
to 20,000, no cost reductions are likely, one merely 
duplicates an existing process, and therefore a merger 
between Atkinson and any other independent would 
not give an output volume which justified the use of 
techniques markedly different to those already used 
by the firms involved. Again, the optimum capacity 
for a single car-engine automatic transfer line exceeds 
one million units a year, as a result even Bedford with 
an annual truck output of over 70,000 does not find it 
economic to use the latest high-speed equipment for 
major component production. Leyland Motors pro- 
duces around 25,000 to 30,000 heavy vehicles, yet still 
finds it economic to innovate and to ingeniously build 
up their own production equipment for high-powered 
diesel engines. This equipment is the most efficient 
for output levels of around 30,000 a year although it 
would be hopelessly uneconomic at rates of produc- 
tion in excess of 100,000 units a year. Fully integrated 
German heavy vehicle producers such as MAN, 
Henschel or Deutz using the most technically sophis- 
ticated techniques find it impossible to undercut the 
prices charged by British specialists, and although 
their output volumes exceed 10,000 units a year, their 
profits per chassis are generally inferior to those earned 
by UK specialists, mainly because they use output 
methods тоге suited to output volumes far in excess 
of what they actually achieve. In short, a merger 
between all the UK independent commercial vehicle . 
producers would hardly justify, on economic grounds, 
the establishment of a different type of productive 
process which included facilities for engine, gearbox, 
and axle production. So where technical economies 
are concerned, there appears to be little rationale for 
Atkinson to merge with a firm like Seddon, ЕКЕ, or 
Foden. Costs will be left virtually unaffected and any 
attempt to over-standardise might leave customers to 
question the wisdom of paying a premium price for a 
standardised Atkinson-ERF-Seddon vehicle in pre- 
ference to a similar lower-priced product from Ford- 
Bedford-Rootes. 

Larger firms in the independent commercial vehicle 
sector are therefore unlikely to produce significant 
economic advantages. However, a few financial and 
risk-bearing economies may be found because a larger 
firm would, for instance, be able to borrow money on 
slightly better terms due to its greater bargaining 
power, and a complementary range of vehicles would 
lessen. the effects of a slump in one section of the 
market. On the other hand, if the larger combine 
loses sales either by becoming too impersonal, or by 
trying to meet the more efficient mass producers on 
their own ground, it might find it difficult to find 
someone willing to risk lending it funds. In the event 


52 


a merger justified on the grounds of cost reduction 
could quite easily be shown to be mistaken. In the 
event, although unitary growth might produce a 
greater cash flow, the addition of one independent 
firm to another is unlikely to more than double the 
overall financial return. In other words, profits per 
chassis would be unchanged as the room for economies 
is so limited. Indeed, any attempt to achieve cost 
reduction, say through greater standardisation which 
results in having a smaller design staff, could produce 
adverse effects which reduce unit revenue more than 
any saving in unit costs. 

Another factor which this whole episode highlights 
is the gross optimism of profits forecasts used to sup- 
port the value of a bidder's offer. As a case in point, 
at the height of the battle Foden was forecasting 
profits for the 1970/71 financial year of £1,500,000; 
in fact, they fell short by £200,000. This almost co- 
incided with the company's introduction of short-time 
working in August 1971. This illustrates the point 
.that shareholders must always be wary; but too often 
they are only too prepared to accept what the board 
tells them. The last time when shareholders took the 
initiative in the British motor industry, in order to 
safeguard ог even save a company from disaster, was 
at Leylands in the early 1920s when a shareholders’ 
association reorganised the near bankrupt company. 
Often shareholders have done badly out of mergers, 
and sometimes they can be reprimanded for being too 
easily led and too willing to believe what contestants 
tell them. Where the ‘small man’ is concerned this is 
perhaps not surprising, but even the big institutions 
are not free of this criticism. 


Conclusion 

In many instances one is forced to admit that a merger 
is an alternative to a management consultancy exer- 
cise, the bidder simply wishes to make what it claims 
is more efficient use of the biddee's resources. How- 
ever, this is far less than is claimed for most mergers; 
usually a merger is seen as а forerurmer to achieving 
significant scale economies. It is rarely stated that 
scale economies are only reaped in the long term, 
whereas all that can be expected in the short run is the 
optimal use of existing resources. In other words, there 
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is often confusion between the cost savings stemming 
from the law of variable proportions and those stem- 
ming from economies of scale, the latter being a long- 
run phenomenon but theformerashort-termone. Inthe 
case of Seddon-Atkinson it is problematical whether 
any significant cost reductions will be achieved. What 
of the immediate financial results of the merger? It 
transpired that, like Foden, neither Seddon nor Atkin- 
son reached the profit levels forecast at the time of one” 
of Britain’s longest takeover fights. The profits made 
by the original Seddon company (i.e. Seddon less 
Atkinson) for the year ending 30 June 1971 of £839,000 
were some £141,000 less than the figure used to back 
Seddon’s case at the time of its bid. This was certainly 
due to a slight recession in the medium-heavy truck 
market but Seddon has weathered this so well that one 
gets the impression that Seddon’s profits forecast was 
over-optimistic per se. Atkinson’s final estimate of 
£825,000 fell short by £42,000 mainly because of 
losses sustained by overseas subsidiaries. Again as 
these foreign activities had a long history of trouble 
should Atkinson have discounted the possibility of 
continuing losses quite so readily? АЛ this merely 
amplifies what was said earlier, that shareholders 
should carefully analyse the claims of contestants in 
a takeover battle even if it means hiring their own 
financial advisers. In this particular instance the bid- 
dee's target was closer to realisation than the bidder’s, 
but only time will tell whether Seddon paid too much 
for Atkinson. After all, the latter’s actual profits were 


"little more than justified the terms of ERF’s fourth bid. 


However, as the losses made by Atkinson’s overseas 
subsidiaries have been terminated, and as economic 
growth increases the demand for the products of 
Atkinson and Seddon, profits could return to levels 
which justified the terms of the merger: furthermore 
the profits actually earned were a record for both 
firms. Nevertheless, this does not rule out the possibility 
that if each firm had remained as an independent entity 
their performance would have been even better. General- 
ising, this whole episode simply illustrates that many 
of the reasons put forward for a merger are either 
based on wishful thinking, or at best not on the factors 
that are put forward as the ‘logic’ behind a merger or 
takeover battle. 
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Input-Output analysis as an aid to financial 


-control 
R. W. Bayliss 


In looking at the problems of controlling the funds 
flow of a large group of companies a major factor is 
putting the system into some form which enables a 
consistent analysis to be made. There has been a 
growing interest in Leontieff Input-Output Model 
Building as a tool for micro-economic analysis of 
corporate activity. Farag,! Livingstone, ljiri? and 
Richards* show different aspects of the Input-Output 
technique with its possible applications and Gambling 
and Моше show the difference between the econo- 
metric approach of the Input-Output table to that of 
the traditional accounting concepts of standard cost- 
ing. Richards in his paper took data from Moody's for 
the years 1951—57 and attempted to use this to analyse 
the whole enterprise for four key variables — current 
‘assets, fixed assets, all equity accounts and a balance 
account. Farag extended the basic concept of Richards’ 
model to a departmentalised form, but only used 
experimental data as an illustration. In both of their 
papers Џил and Livingstone consider single product 
processes in their models and again base the illustra- 
tions on hypothetical data. Brech? describes how the 
technique was applied to an international organisation 
as an aid to analysing comparative cost structures. The 
aim of this paper is to show in a practical way how the 
model can be used as a further aid to management 

1 S. M. Farag, ‘A Planning Model for the Divisionalised 
Enterprise’, The Accounting Review, April 1968, pp. 312-20. 

2 ү. L. Livingstone, ‘Input-Output Analysis for Cost 
Accounting, Planning and Control’, The Accounting Review, 
Vol. 44, No. 1, January 1969, pp. 48-64. 

УУ. Ijiri, ‘An Application of Input-Output Analysis to 
some Problems of Cost Accounting’, Management Account- 
ing, April 1968, pp. 49-61. 

-4 A. B. Richards, ‘Input-Output Accounting for Business’, 
The Accounting Review, July 1960, pp. 429-37. 

*'T. E. Gambling and A. Nour, ‘A Note on Input- 
Output Analysis: Its Uses in Macro-Economics and Micro- 
Economics’, The Accounting Review, Vol. 45, No. 1, January 
1970. 

.* R. Brech, ‘Input-Output Analysis in a large Commercial 
Organisation’, paper given at the NATO Conference on 
Operational Research in Economics on 21 May 1963, in 
Palermo. 


decision making. Once built an Input-Output table 
can be used to determine the effects of changes in the 
group's operational activities. It provides a price struc- 
ture and market analysis at a glance; what would 
happen, for example, if wage rates rise by 7 per cent 
and material costs by 4 per cent? How would this 
affect the different companies in the group and what 
price increases are necessary to maintain current pro- 
fitability? It is questions such as these that the Input- 
Output model can help to answer. 

Iwill describe the attempts made to build a sequence 
of open Leontieff Input-Output models for a group of 
British companies and the results obtained from them. 
The data presented below is based on the actual 
audited accounts and sales analysis of the different 
companies of the group, it has been changed in detail 
to conceal their identities. . 

Certain data is held at head office, but for the 
building of the models it was necessary to extract 
figures from each of the individual companies. Due to 
the different methods of accounting carried out in the 
various companies, certain figures had to be prepared 
so as to be suitable for inclusion in the Table. In 
general, however, it was possible to use data already 
available without any changes being made. 

Toaid understanding of the Input-Output technique 
there follows a brief description of the companies in 
the group. It has a decentralised organisational struc- 
ture and consists of four main divisions which com- 
prise seven separate manufacturing companies. 
There is a substantial amount of inter-group trading 
between companies and in addition a small service 
organisation provides maintenance and plant reno- 
vation facilities within the group. Certain essential 
services including computer services, the raising of 
finance and executive staff recruitment are provided 
by a small head office. This also formulates long-term 
planning policy about the direction of future activities 
and group expansion, but day-to-day control and 
decision making is left with the divisions themselves. 
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Another side to the group's activities is the selling of 
replacement components to the retail trade. This 
marketing organisation buys the major part of its 
finished goods from within the group. The total turn- 
over for the whole group is about $250 million and the 
aggregate cash flows can be represented by a Leontieff 
Input-Output Table. 

In all the previous articles the actual method. of 
solving the Input-Output Table has been given in 
great detail and is therefore omitted here. A useful 
summary of Input-Output theory and the solution of 
the Input-Output Table can be found in Heesterman." 
As the name implies, Input-Output Tables consider 
two aspects of economic activity: (x) the Inputs, i.e. 
where does the cash flow go to; (2) the Outputs, i.e. 
who gets and pays for the goods. The Input side of the 
Table can be constructed from the operating state- 
ments of the individual companies within the group. 
The operating statement for one of the manufacturing 
divisions appears below: 


Purchases from division A 
Purchases from division C 
Purchases from division E 
Purchases from division F 


Total inter group purchases 


Direct materials 

Labour 

Fuel — power 

Repairs and maintenance 
Administration 

Selling and distribution 
Depreciation 

Profit/loss 


Total direct 


Total direct + inter group 
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Using a series of these operating statements, one 
for each manufacturing division, it is possible to build 
up the basic data for the first half of the Input-Output 
Table, the completed data giving the Input-Output 
Table. The completed data giving the Input side to 
the Table is shown below. 

The top section consists solely of the inter-group 
transactions. These are the value of Outputs, whether 
finished or semi-manufactured, made by one company 
and sold to another. Note in particular company E, 
this is the small service organisation which sells its 
‘services’ to other divisions in the group. The large 
purchases from companies A, B, C (see column D) 
are the values of exchange and replacement goods 
bought by the retail marketing organisation in the 
group. Head office (company F) sells its administra- 
tive and support services to the other members of the 
group. 

The bottom section of the Table consists of eight 
items; direct materials, wages, etc. In the strict sense 
neither profits nor depreciation should be shown but 
from the Input-Output Table’s point of view it is 
necessary to include them. The special cases of the 
head office (company F) and the marketing organisa- 
tion (D) should be noted. Virtually their entire Inputs 
consist of administration (salaries, office rentals, etc.), ` 
but this does not exclude their presence in the Table. 
А breakdown of up to 22 different Inputs has been 
prepared for the group under study and any particular 
combination and permutation of data is possible. The 
cost centres shown in Table r below are the key 
variables for the group which it was felt desirable to 
study. 

The second half of the Input-Output Table con- 
cerns the Outputs or who gets the goods produced. 
If division B is again considered for the same period 

ТА. R. G. Heesterman, Forecasting Models for National 
Economic Planning, D. Reidel Publishing Company, 1969. 





TABLE 1 XYZ group Input-Output table for 1969, Inputs by origin 
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Qutputs A B 
Inputs 
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. Manufacturing 


Service 
Head Office 


Direct materials 
Labour 

Fuel 

Repairs 
Administration 
Selling 
Depreciation 
Profit 


Total 
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as the operating statement shown above, its flow of 
goods was as follows: , 
Flow of Outputs for Company B (all figures in - 
millions of $) 
Company В: 
А ВС D EF 1 2 3 4 5 6 
зоо 1831 512 3:53 442 878 397 0°46 
` Total: 53:59 | 
The group has five principal markets (1-5) and 6 
represents the stock formation or inventory change, 
which can be either positive or negative. This break- 
down of sales goes well beyond that given in the 
analysis of Farag or Livingstone. Farag considers only 
: total sales and inventory change while Livingstone 
suggests that it is possible to expand the sales total 
into different categories as indeed has been done with 
the above. If the output flow of each division is built 
up in the same way as for B above then the second 
part of the Input-Output Table can be constructed 
and in Table 2 the completed Input-Output Table 
can be seen. 

The first thing which becomes apparent here is that 
sales of goods by destination plus inventory change 
equals Inputs by origin. To facilitate reference, the 
Table of data is usually partitioned to four sections 
and these can be symbolically represented as: 


2 
С р 
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Where А —the inter-group transaction, if there are n 
divisions A will have order n X n. 

Where B=sales to different markets, if there are m 
markets B will have the order n x m. 

Where C==direct inputs of companies, if there are p 
inputs C will have the order p x n. 

It can be seen from Table 2 that D is empty. 
It is possible for entries to occur, for example, where 
the group has a technical know-how agreement and 
provides personnel on site at customer's factories, but 
it is usually empty. It is now possible to begin the 
solution of the Input-Output model, which will allow 
the group to relate the effects of demands for output 
from outside customers and within the group itself on 
the Inputs needed to satisfy the demands for pro- 
duction made. The first stage is to derive the simple 
Input-Output co-efficients. "This is achieved by 
dividing either the column or row totals into each 
element of the corresponding column or гож, The 
Table now becomes as shown in Table 3. 


We will call these 
A* | B* 
C* | D* 


Note that D* is again empty. 

It is now desired to solve the data in Table 3 to give 
the traditional cumulative Input-Output co-efficients 
of the Leontieff Input-Output Model. The inter 


. group transactions matrix becomes (I—A*), where I 


is an identity matrix which gives us 





The inverse of which (I—A*)~! is shown as the top 
left hand table of co-efficients in Table 4. This con- 
sists only of positive elements and has certain non zero 
elements where there were previously none (col B 
and D). They represent the cumulative Input-Output 
flows within the group. Using this we can easily 
complete the rest of the Table (I—A*)-! B* and C* 
(I—A*) by simple matrix multiplication? The 
element aij of (I—A*)- is the total production of 
division i per unit of final demand of division j. The 
element bij of (I—A*)-! B* is the total production of 
division i per unit of final demand in market j. The 
element cij of С“ (1—A*)-1 is the requirement of 
input i per unit of final demand of division j. The 
element dij of C* (I—A*) B* is the requirement of 
input i per unit of final demand in market j. | 


These represent the total production per unit of 
final demand for each division by each market 
((I—A*)-1B*) and the total requirements of inputs 
per unit of final demand by divisions C*(I—A*)71. It 
i$ to be noted that the blank part of the table D* is 
now filed with co-efficients in Table 4. These are 
calculated from C*(I—A*)-1B* and аге again cal- 


* It is usual to divide through by the column totals as the 
assumption about constant proportionality of Inputs is nor- 
mally made. However, it is possible to divide through by the 
row totals where it seems more rational to consider a fixed 
proportionality of outputs. 

*lLivingstone (page 62) states that these can only be 
obtained by a process of collapsing the matrixes into vectors 
and then after computation, disaggregating them again; this . 
is, however, unnecessary. 
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culated by simple matrix multiplication. The 
difference between the figures shown in Table 3 and 
those found in Table 4 is that the latter takes into 
account the flow of production within the group and 
the effects this has on Input and Output require- 
ments by each of the divisions. 

The figures in Table 4 are a rich source of informa- 
tion and enable certain deductions to be made. What 
would happen for instance, if it was expected that 
wage rates would rise by about ro per cent across the 
group as a whole? Тће cumulative co-efficients would 
suggest that company A would have a 4:2% rise in 
costs, B, 4296, С, 3'85%, р, 2:65% and E, 2:976. 
These figures are greater than those shown in Table 
2 (row labour, read across) and additionally give a 
figure for company D which has no direct inputs of 
labour itself. Even more important, the model pro- 
duces Input figures for the five markets and stock 
` formation; thus the effect of an overall increase of 
Io % in wage rates will affect market 1 by 3:55 76, 
market 2 by 3'57% etc., (row labour, read across for 
each market). Information of this type can be invalu- 
able as an aid towards pricing decisions and cost 
control. Given anticipated rises in the costs of the 
Inputs the corresponding price increase of sales 
necessary to maintain profitability can be easily calcu- 
lated. The group anticipates the following changes of 
Input costs for Division А in the next r2 months, 
labour +10 %, Administration /-1 5%, Materials — 5%. 
What price change, if any, of manufactured products 
is necessary to cover this? Using the cumulative 
Input-Output coefficients (Table 3, column A) for, 
labour we obtain o'I X0-418==-+0-042, for adminis- 
tration O:I5XO0-IOI—-Fo-0rs and for materials 
0°05 X 0:224 —0'o11. The total of these three is 0:046 
or 4:696. To maintain current profitability, therefore, 


a price rise of 4'6% is needed for the current financial ` 


year. 

Itis not necessary to only use the concept of 
percentage changes, if for example, £1,000 of orders 
were received by division D, what effect would this 
have on the group? Reading down column D it 
would lead to £233 of orders for company А, £312 
for B, £190 for C, £1,000 for D (of course), £25 for 
E and £86 for F (in Management Service charges). 
Also £170 of materials would be required, £265 would 
be paid out in wages, £51 in fuel/power, etc. The 
combination of effects which can be assessed is almost 
infinite. In a similar way we can calculate the group 
inputs required for each £1,000 of sales in any of the 


10 None of the authors considers this matrix in itself yet it 
gives information not readily available by other methods. It 
represents the Inputs by market (including profits) and this 
can be of great importance in considering market strategies, 
etc. 
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markets and can additionally create a market ‘balance 
sheet’. If we consider Table 3, market 2 (column 2, 
entries G-N) then the total sales to that market of 
54311 million for 1969 required the following inputs 
from the group; $9:09 millions of Direct Materials 
(4311 X0-211), $15:39 millions of labour (43°11 X- 
0°357), etc. The Sales to that market produced profits 
to the group of 54:05 millions (43:11 x-094). Such 
an analysis can be extremely useful for analysing 
market trends, and the information is readily available 
from the Input-Output table. 

It is obvious that the top right hand matrix gives 
the cumulative impact of market demands for divi- 
sional outputs and the bottom right hand matrix for 
inputs. The four divisions in the example, are of 
course by inference, single product manufacturers, 
but itis a simple task to extend the Input-Output table 
to include more.than one product. A table has been 
constructed giving a breakdown into 11 product 
streams in three divisions. This extension was 
suggested by the group head office itself who have 
indicated certain areas of analysis which they hope 
the more detailed model will help them to carry out. 

One of the main criticisms of Leontief Input- 
Output analysis is that the model is too rigid. It con- 
sists only of linear equations, and this implies a fixed 
proportionality of Inputs (or Oütput, see above). For 
this reason stress has been laid on the phrase 'at 
present levels of activitiés’, as the idea that any level 
of Output and the corresponding Inputs can be deter- 
mined from the model is entirely wrong. Another 
major criticism, that of the model being static, is an 
inheritance from the application of this type of model 
to macro-economic situations. In these cases the 
collection of data is an enormous task, but the tables 
and the model derived above contain data which is, or 
should be readily available. One problem which 
worries econometricians who build and study national 
Input-Output tables is the stability of the co-effici- 
ents.4 This is the way that co-efficients tend to change 
with time. А comparison of the tables of the group рге- 
pared for two consecutive years shows that changes 
аге very marginal except where a major disturbance 
has occurred in one of the companies (from a fire or 
prolonged strike). Here the changes are predictable, 
the effects being readily quantified and analysed. 
Using the Input-Output table the effects on other 
companies in the division and the overall impact on 
the organisation can be studied. For the group under 
study, operating statements and market breakdown 
are prepared routinely on a four-weekly basis. This 


u A, T. Middlehoek, "Tests of the Marginal Stability of 
Input-Output Coefficients’, Proceedings of the Fourth Inter- 
national Conference on Input-Output Techniques, Carter 
and Brody (eds.), 1969, North Holland Publishing Co. 
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leads to the idea of using the Input co-efficients 
themselves as controls on performance. It can be 
appreciated that the four-weekly periods are too short 
to measure significant changes in the performance of 
any co-efficient or set of co-efficients. The co-efficients 
are therefore, ‘smoothed’ using exponential smooth- 
ing, the results of which are shown below. 

Figure т shows the movement of the. labour 
cumulative Input-Output co-efficient for the four year 
period 1967-70. The upward drift in its value is 
easily seen, together with the jump for the first nine 
months of 1969 following the implementation of a 
productivity agreement. Far from making the division 
more productive it led to some deterioration in the 
position; even at the end of 1970 the situation had 
not improved to pre-1969, although a price increase 
had also occurred during 1970. Although division C 
is not as labour intensive as À and B (0:385 compared 
with o:415ando'418, see Table 3 row H) it has suffered 
fromtheintenseshortage ofskilled labourinitsarea. The 
productivity agreement appears to have been a bad 
one from the division's point of view. It is just as easy 
to monitor any of the other co-efficients: administra- 
tion, selling and distribution, etc. Once the basic 
table has been completed, solution and up-dating of 
the model is a relatively simple task. 

It seems fair to conclude that Leontieff Input- 
Output analysis does seem to have some promise as an 
aid to corporate control. It provides a further tool by 
which information can be obtained to enable impor- 
tant decisions to be taken. The idea is for it to supple- 
ment existing methods of analysis rather than to be 
an end in itself. It can be argued that information 
imparted in the Input-Output model can be obtained 
from other sources, this is of course true. Where the 
Input-Output model is unique is that it provides a 
complete information system at a glance, Once its 
mechanism is understood and its limitations taken 
into account, then it can be a very useful addition to 
the management tools available. The information 
imparted can provide insight into what is often a 
subjective area of company activity, particularly in 
the marketing areas. 

Further work.is being directed into using different 
versions of the model as a tool for medium-term 
planning. Particular emphasis is being concentrated 
on making the model flexible to account for changes 
in plan targets. As more data becomes available for 
each of the Input variables, additional work will be 
put into developing the use of the Input-Output co- 
efficients as controls on Divisional performance. In 
conclusion, therefore, it seems as if there is some 


. justification for using Leontieff Input-Output tables 


as an aid to management. It can be used to give very 
rapid answers to some of the questions which are 
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liable to arise in the head office of a lage group of required to solve them well within the capacity of 


companies. By utilising existing information the cost most computer time-sharing systems. ~ 
of building the tables is minimal and the computation 
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Labour Cumulative Input — Output Coefficient for 
DIVISION C 1967—70 Quarterly Data, Smoothed monthly 
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A Systems Approach to the British Industrial 


Training Act 1964 
Douglas Garbutt 


Modern man lives in a complex and ever changing 
environment which he finds increasingly difficult to 
conceptualize and to control. Change and innovation 
offer challenges and opportunities, but they also 
present threats to established values, and there is a 
temptation to retreat from these threats by limiting 
our definition of the problems which we face.! It is 
the recognition that most of the models we use for 
analysis and evaluation are too limited in their scope, 
that has led to the development of the systems 
approach. À systems approach implies attempting to 
delineate the full outline of the relationships with 
which we are involved and identifying more clearly 
` the problems which they raise. Although on the face 
of it this is nothing new, in fact the systems approach 
implies a revolution in thought about instutions and 
organisations. The approach implies a revolution in 
the kinds of decisions which we are likely to take 
because we take them in terms of the total social 
system in which we are involved, not merely that part 
of it which revolves around our own persons. 


The socio-economic system 

The need for a systems approach has, perhaps, 
become most evident in relation to the economy and 
society. It is difficult to find any country today which 
does not attempt to plan its economic activities to 
some extent. There are countries which boast of 
planning, others which admit that they plan, and yet 
a third group who deny that they plan, but, in fact, 
such countries have little hesitation in using many 
planning techniques.? There have been signs in recent 
years that the heavily centralised, mechanistic, and 
bureaucratic planning system in Eastern Europe has 
run into problems, just as has the purely laisser faire 
approach in the West. Professor Bauer has been led 
by this to commend the ‘historic British doctrine of 
“muddling through". In a sense, this doctrine 
appears to be the antithesis of planning. But note that 





1 Kenneth E, Boulding, ‘The Ethics of Rational Decision’, 
` Management Science, 12 February 1966, pp. 161-9. 

* Oulés, Firmin, Harmondsworth, Economic Planning 
Democracy, Penguin Books, 1966, pp. 45-6. 


and 


the doctrine of “muddling through" is based on an 
elaborate concern for second order consequences of 
actions. It assumes that social systems and processes 
are very complex phenomena and that it is impossible 
to determine, in advance, exactly what results will be 
created by one's actions, or what difficulties will be 
encountered . . . (This) has a contemporary look in its 
sensitivity to feedback from the environment and its 
disposition to change tactics when the data fed back 
suggests that the results produced differ from those 
intended.? The truth is that we are rarely fully 
aware of the consequences of actions which we take in 
a social context; and we shall continue to be ignorant 
until we are able to take account of the manifold 
interacting factors which link problems together. By 
the systems approach, then, we attempt to define our 
problems more broadly, more comprehensively and 
to recognise the interconnections between problems. 


Systems and industrial training 

A systems approach to the Industrial Training Act 
will enable the people involved in it to see, more 
clearly the true dimensions of the system and its 
problems. ЈЕ will also enable those interested in 
economic and social planning to consider the specific 
approach adopted by the British in this Act. By 
creating a comprehensive system of thirty or more 
Industrial Training Boards, the original intention 
was to embrace the training of the whole working 
population. By giving ITBs the power to raise finance 
by levy and to create their own administrative struc- 
ture and to use the proceeds of levy for grant and 
other purposes, a highly independent quasi-govern- 
mental system was created providing elements of 
centralisation (und, therefore, planning) and also for 
elements of decentralisation (and, therefore, of 
flexibility and ‘muddling through’). 


The industrial training system 
If we are to look at the industrial training system, as 
a system, we must answer certain key questions 


з В. A, Bauer, Social Indicators, Cambridge, Mass., Mass. 
Institute of Technology Press, 1967, p. 7. 
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, which are familiar in organisation theory. These are: 
(x) What are the strategic parts of the system? 
(2) What is the nature of their mutual dependancy? 


(3) What are the main processes in the system , 


which link the parts together and facilitate their 

adjustment to each other? 

(4) What are the goals sought by the system? 

(s) What research tools should De used for a study 

of the system ?* 

I have already reported the results of an investiga- 
tion into the strategic parts of the system and their 
dependencies elsewhere.5 


(1) The strategic parts of the system 
The strategic parts of the system can be identified as 
follows: 
(a) The Minister of the Department of Employ- 
ment and Productivity (DEP) (previously the 
Ministry of Labour) supported by some thousands 
of civil servants. 
(6) The Industrial Training Boards (ITBs) of 
which there were 28 in October 1969, plus one 
voluntary ITB. 
(c) Industrial undertakings of which there were 
approximately 650,000 in October 1969 within the 
scope of ITBs. . 
(d) All present and ТАРН employees of firms 
within the scope of ITBs, of which there were 
approximately 15,000,000 present emplovees in 
October 1969. 
- (e) Various other bodies such as the СТС, unions 
and employers’ associations. 


(2) Thenatureof mutual dependencies 
The Department of Employment and Productivity 
(DEP) has crucial powers; to set up and dissolve tbe 
ITBs and the Central Training Council (CTC); to 
define the scope of Boards; to define their composi- 
tion; and to provide finance for certain objectives. 

The ITBs also have very wide power to provide 
facilities as well as to make grants out of their levy, 
funds. ; 

Тһе industrial undertakings within ITBs’ scope 
must pay their levy and have an equitable right to 
participate in DEP and ITB training schemes. Pro- 
vided they pay their levy, they also have complete 
freedom in deciding what form, if any, training 
should take within their employees’ working hours. 


* W. G. Scott, ‘Organisations: Structure and Behaviour’, 
quoted in Organisation Theory, an overview and appraisal, 
ed. J. A. Litterer. New York, Wylie & Sons, 1963, p. 19. 

5 Douglas Garbutt, “The Industrial Training System’, 
Socio Economic Planning Science, x 4, 1970, pp. 341—64, 
(Pergamon Press). 
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Considerable control over industrial training, there- 
fore, lies with the individual firm. 

Present and intending employees do not generally 
have direct relationships with the ITBs, except that 
the Boards and the Department of Employment and 
Productivity may, in some cases, provide training or 
retraining facilities for which persons enrol directly. 

We can identify three types of dependency within the 
components of the industrial training system. These 
are: Control, representative, and advisory. 


Control relationships 
The Department of Employment and Productivity 
controls the creation, composition, and dissolution of 
the ITBs and CTC. It provides administration for 
the CTC and the Minister must approve the annual 
levy order of each Training Board. DEP also have 
their own traiuing schools and give specific grant aid 
to projects. Nevertheless, DEP has direct control only 
over small sections of the training undertaken. 

Industrial Training Boards control the levy/grant 
mechanism and such facilities as they may choose to 
provide through their own administrative services. 
Within the ITB only the employer and employee 
representatives, who are equal in number, have the 
power to vote on the levy to be made. The education- 
alists who are smaller in number cannot vote on this 
issue. 

Industrial undertakings control the labour force | 
which is available for training and, therefore, may 
determine whether such labour is to be released. They 
also may provide the initial finance for conducting 
their own training before they obtain grants if, in fact, 


they are eligible for them. The undertakings also 


control the reactions both to levy and grant which 
they may choose to pursue. They must pay the levy 
but they are not required to do anything further than 
this. 

Employees have negative control over training 
since they may refuse to attend Баш courses ог, 
if drafted, refuse to co-operate. 


Representative relationships 
Тће representative relationships involve first the 
Unions who provide the main bulk of the worker 
representatives sitting on Industrial Training Boards. 
The Employers Associations influence the employer 
representation on the Boards, and Technical Colleges 
provide 60 per cent of representatives of education. 
The balance is provided by political and adminis- 
trative officers from local authorities. All these inter- 
ests are represented, together with those of the ITBs 
and the nationalised industries on the Central Train- 
ing Council and its committees. A more detailed 
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examination of these dependencies is given in my 
previous article." 


_ Advisory relationships 
Only the Central Training Council has a specific 
advisory role, but the Department of Employment 
and Productivity appears to play quite an active role, 
both informally through the normal channels and 
formally through the assessors which are appointed to 
Industrial Training Boards but who do not vote on 
its decisions and who generally contribute to dis- 
cussions only on invitation. It may be noted that 
most Industrial Training Boards also provide advisory 
information through their publications and seminars. 


(3) Processes linking the components 
together and facilitating adjustment 
Underlying any industrial system is a complex and 
dynamic set of interrelated flows of men, materials, 
money and’ information. The industrial training 
system is no exception. 


The labour market 
Training takes place in the context of the labour 
` market which will be affected by the general state of 
the economy and the ability of firms to substitute 
machines for labour. They may be expected to do 
this, increasingly, as technology changes and as the 
cost of labour rises. The labour market also is affected, 
by the degree of mobility of labour and the existence 
of the general skills which can be sold in the market 
place. Some companies may have new technologies 
which involve highly specific skills of use to their own 
company and, whilst these skills may attract a high 
. reward while persons are within the employ of the 
firm, they will have little value in the open market. 


The political system 

The training system is also, to some extent, part of the 
political system involving the government, directly, 
through the Department of Employment and Pro- 
ductivity, the Ministry of Technology, and the 
Department of Education and Science, and also, 
indirectly, through the actions of the quasi-indepen- 
dent agencies, the ITBs, with their fund raising 
powers and their independent administration. Des- 
pite the independence, it is politically difficult.for the 
Government to ignore the actions of a single Board; 
e.g. the action of the Agricultural Industry Training 
Board. This ITB encountered considerable resistance 
in its first year. Аз a result, the Government provided 
financial support in its second year, and provisions 
for the levy was made in the 1970 Agricultural Price 
Review. 


* Jay Forrester, Industrial Dynamics, Boston Massachusetts 
Institute of Technology, 1961. 
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Industrial and social relations | 
The training system, obviously, exists within the 
wider social system and, specifically, is articulated 
with industrial relationships through the employee – 
employer representatives on the ITBs. The more 
widespread provision of industrial training, coupled 
with rising standards of education, will probably 
increase social mobility. This may be a desirable aim, 
since it may increase economic and social efficiency 
and, also, increase individual job satisfaction but, as 
has been pointed out by Professor Glass,’ it may be 
doubted whether increased social mobility, achieved 
in this way, would be an unmixed blessing. . 

Very high social prestige is attached to ability and 
training; it would be a great pity if such avenues were, | 
increasingly, the only methods to obtain social 
prestige. 

It cannot be long before sociologists begin to 
devote the same kind of attention to the structure 
established by the industrial training system as they 
have already devoted to the educational system and, 
indeed, it is high time that closer attention was paid 
to the broader social objectives which concern the 
kind of society which we wish to see developed and, 
therefore, concern the form, content and scope of 
industrial training. 

Although we do not knów a great deal about 
British managers, we do know that, from various 
studies, 8, % 19 they are relatively highly educated, 
generally recruited from the Public and Grammar 
Schools, and are more likely to be Oxbridge men than 
Redbrick, and more likely to be accountants than 
engineers. These facts may be of considerable impor- 
tance in determining the spending priorities which 
eventually become established in the industrial 
training field. 


The levy-grant mechanism - 
A distinctive feature of the industrial training system · 
is the levy/grant mechanism which involves the 
control of financial flows between industrial under- 
takings, the ITBs and back to the undertakings. 

The power to make a levy is not unique. After all, 
a levy is merely one form of tax and there are a variety 
of statutory and voluntary Boards which have the 
right to make levies. 

The power to make grants to firms conforming to 


тр. V. Glass, Social Mobility in Britain, ed. Glass. Lon- 
don, Routledge & Kegan Paul Ltd, 1954, p. 24. 

* Acton Society Trust, Management Succession, Acton 
Society Trust, 1956. 

G; , Leaders of British Industry, London, Gee 

& Co, 1955. 

1 R, V. Clements, Managers: а study of their careers in 
industry, London, Allen & Unwin, 1958. 
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specific behaviour is also not unique and, indeed, 
subsidies and grants in various forms are вара, 
both in а specific and а general form. 

The composition of the IT Bs is also not unique; it 
parallels the structure of wages councils and some 
other councils in the nationalised industries. What is 
unique about the ITBs is a combination of all these 
features; levies, grants, independent administration, 
and representative government. 


What levy and grant can achieve 
The first thing to be said about the levy/grant 
mechanism is that it can only be assured of raising 
sufficient money from the industry to meet the 
expenses of the Training Board. It will only redis- 
tribute the costs of training if those costs are accurately 
ascertained and the levy and grants are closely related 
to costs. However, if grant is related to costs, the 
effect will be to reward the inefficient training firm 
(this is the cost-plus system whereby firms obtain 
more recompense the higher their costs are). This is 
the reason why most Industrial Training Boards have 
turned their faces against relating grants to training 
costs. 

Furthermore, if companies follow policies based on 
a comparison of grants to levy only, then they are 
likely to be misled into uneconomic expansion of 
training. If a training board follows a policy of divid- 
ing grant proportionately among firms, then the grant 
of the firm in relation to its levy paid depends upon 
the total amount of funds available for grants, the 
proportion of the industry’s training undertaken by 
the firm and the size of payroll (or number of em- 
ployees, if that is the levy base). Since all these factors 
are unlikely to be known at the time when training is 
undertaken, it is unlikely that a comparison of levy 
and grant can ever be accurate enough to guide 
company policy. | 

Also, if the training board adopts а policy of paying 
specific grants for training rather than proportional 
shares of the funds available, it can easily find itself 
in an unstable situation in which it runs out of money 
or accumulates a surplus and is forced to adjust its 
levy or its grants, or both. I have suggested else- 
where" that the planning of individual firms should 
be based on a comparison of costs, plus levy to 
grants, plus benefits of training. Levies, grants, and 
costs are reasonably easily determinable: benefits are 
exceedingly difficult to quantify. It can be shown, 
even on fairly simple assumptions concerning levies 
and grant, that the mechanism alone may introduce 
instability into an industry's training and a situation 
of stop-go.? 


u Douglas Garbutt, Training Costs, London, Gee & Co, 
рр. 20-21. 
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Information flows and feedback 
It seems unlikely that the simple mechanism of levy 
and grant can be an effective means of controlling 
industrial training. The imposition of a levy may 
attract management attention to the problem of 
training within the company and the prospects of 
grants may soften the blow if training is contemplated. 
'The increase of training since the advent of the 
Industrial Training Act, lends some strength to the 
idea that this may be working. But, as soon as one 
goes beyond this simple initiation effect of the levy/ 
grant system, it appears that other means of planning 
and control must be used. The most obvious available 
means is information. This means, however, is often ' 
sadly neglected and yet it is, probably, the most 
effective. This may be a matter of shared goals (ог 
goal congruence). Man is a highly adaptive creature 
working within social organisátions. The possibilities 
of accommodation and adaptation of behaviour are 
almost infinite, but they depend very much on the - 
existence of shared objectives in the system. А plan 
cannot be effectively implemented if those responsible. 
for implementation do not Баш it and share 
some enthusiasm for it. 

But, is there a plan for training? After some seven 
years of the operation of the 1964 Act, has the Depart- 
ment of Employment and Productivity really gone 
beyond the sheer administrative process of bringing 
the system into existence? Has it explored, with the 
ITBs, the specific problems of the various industries 
which they cover and carefully articulated their 
objectives so that they might be co-ordinated within 
the framework of a wider plan? 'To what extent has 
their ‘muddling through’ been based on a careful 
analysis of the first and second order consequences 
of their actions? 


The need for quantitative data 
То some extent these questions may be answered in 
social and psychological and political terms, all areas in 
which qualitative and value judgments are likely to 
play a large part. But, if the debate within these fields 
is to be ultimately fruitful, then there can be little 
doubt that the system requires quantitative data of a 
comprehensive nature. | 

То some extent this is provided. Each Industrial 
Training Board is required to publish annual accounts 
and a report, and these reports often contain useful 
information. Similarly, the DEP from time to time 
publish statistics highlighting favourable aspects of 
their activities, but what is really needed is a more 
consistent, comprehensive, and coherent system of 


u Douglas Garbutt, “The Business of the ITBs’ » Manage- 
ment Today, September 1970, pp. 99-101. 
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social accounting. Such a system must be based on a 
comprehensive view of the industrial training system 
and it must, essentially, achieve three objectives: 

(1) To structure information on the past. 

' (2) To formulate goals (desired future system- 
states towards which commitments are made). 

(3) To establish critería of evaluation. 

It seems incredible, for instance, that the simple goal 
of expanding industrial training should have been 
adopted. It might have been desirable to adopt an 
objective of expanding both forms of industrial 
training which are likely to give the maximum econo- 
mic benefit. Even so, one would only want an expan- 
sion of such training if there were some reasonable 
assurance that the facilities and organisational frame- 
work exist for the utilisation of the resulting 
skills. Without a clearer definition of goals at the 
National (Ministerial) level, it would be over-opti- 
mistic to expect Industrial Training Boards them- 
selves to generate satisfactory definitions of their goals. 
One may compare the recommendations of various 
Boards with the extent to which their worker 
representatives are representative of craft unions, and 
. anticipate that this will be reflected in an increasing 
conformity to old practice and age-old apprenticeship 
schemes. One would not be surprised to find a Board 
such as the Glass, Ceramics and Mineral Products ITB 
adopting an innovatory role, since its worker represent- 
atives are mainly drawn from the general unions. These 
are simple observations and we, as yet, know very little 
about the relationship between ITB policies and their 
composition. 

Indeed, it is also astonishing that the ITBs should 
almost universally have adopted the system of 
‘budgeting’ for training levies and grants, which is 
open-ended. Many of them establish grant schemes 
promising specific payments in circumstances when 
they do not have control over the number of payments 
which would be required. Given a fixed rate of levy 
for any accounting period, and it is obvious that at 
some time grants may very much exceed the funds 
available for levies; one can see here the use of the 
governmental budgeting model where civil servants 
may be depended upon to spend more or less within 
the funds voted to them. But, given that ultimate 
control of training remains with the industrial under- 
taking, the grant schemes of ITB must take this into 
account. Indeed, some ITBs have avoided trouble 
on levy and grants, such as the first, the Wool 
Industry ITB, by using a grant scheme whereby 
funds were shared according to the proportion of 
training undertaken by a firm. À Survey of ITBs, 
which I conducted in 1970, showed that the majority 
of them were now moving away from the levy/grant 
system. But the same survey showed that very few of 
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them have got very far towards clarifying the fun- 
damental objectives of industrial training by con- 
ducting cost benefit analyses of the various forms of 
training which are undertaken by their industry. Little 
work has been done in this field, and what has been 
undertaken is rather limited in scope. And, again, 
some work which has been done has not been dis- 
seminated. 


The danger of economic philistinism 
It will, of course, be argued that there is a danger of ` 
economic philistinism; that the systematic approach 
to organisational purpose which is provided by 
budgets and the accountants leads organisations to 
neglect technological and other problems that cannot 
be expressed in budgetary terms. For instance, the 
concentration on the enlargement of balance sheet 
assets may lead companies to neglect their human and 
organisational assets. These may, indeed, be of far 
greater value to the firm than the plant and equipment 
and current assets which are shown in the balance 
sheet; similarly, the true quality of training may not 
be measured in terms of costs or benefits, 

Of course, we may use certain other parameters to 
indicate the quality of training; for instance, the 
engineering ITB attempted to estimate the quality of 
training through forty factors of a qualitative nature 
(whether training officers were employed, whether 
they were trained, whether visual aids were used, 
etc.), and to express these in a quantitative index. It is 
perfectly true that procedures such as this involve a 
surrogate measure which, whilst valuable in some 
circumstances, may be dangerous if, instead of being 
used as an indicator of quality it becomes a substitute 
for it. In fact, the argument is a general one; quantifi- 
cation of value functions into value indices, whether 
this is money or other measures of pay-off, may lead 
to ethical dangers, since the apparent clarity and 
simplicity of the index may lead to manipulative 
procedures which ignore the true quality which is 
attempted to be measured through the index. 

Present methods of accounting do not take account 
of factors such as organisational loyalty, morale, and 
efficiency, although developments are already taking 
place in the United States to incorporate these 
measures into accounting procedures. However, it 
will be a long time before such systems of compre- 
hensive social accounting are in operation. In the 
meantime, our information systems should provide 
for a much wider variety of data of all kinds, whether 
quantitative or qualitative, and we ourselves need to 
recognise that the way to fight information overload 
is not by restricting our focus to narrowly defined 
problems which we are able to solve — even if they are 
not the problems with which we are beset — but by 
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a wider view of the systems in which we are involved, 
and thereby increase our ability to handle the neces- _ 
sary wide range of information. Wider knowledge 
and greater information. will, therefore, mean a 
being Ооо мезан. 


(4) What are the goals sodh by the 
system ?. 
The una] gos quotedfor сна пина indu 
system are those as stated in the White Paper which 
` preceded the Act: briefly, to improve:the quality of 
` training, to increase the volume of training, and. to 
re-distribute the costs of training more’ equitably 
within industry. We have already. indicated above 
that the cost equalisation objective may ђе a chimera. 
If industries and their Training Boards attempt to 
` stabilise training at the point where costs plus levies 
are lower than the benefits or grants to be obtained 
from the training or, at least, equal to-them at the 
` margin, we may expect industries to determine the 
cutoff point at which they will cease to expand train- 
ing. Once a Training Board has got into business then 
this is its primary problem: at what point, if any, 
` should the amount of training be restricted or even 
diminished? This question can only be answered 
within the broader context of the labour market. We 
‘have little empirical evidence of the way in which 
` firms make their decisions on training, but a small 
sample of training officers, questioned late in 1969, 
showed that sixteen out of the twenty considered that 
levy/grant should be ignored and suggested that 
training should be undertaken ‘where necessary’. or 
‘train on the basis of need regardless of all else". 
If, indeed, the training system is accepting the goal 
of improving the quality of training, then it would 


seem axiomatic that this training should be relevant. 


to real needs. These: may be identified by’ firms, 
individuals, industries, and by society at large. These 
needs need not necessarily be identical in all respects. 
. There would, therefore, seem to be some scope for 
differentiation of objectives between the various com- 
ponents of the training system, and I have suggested, 
elsewhere, that there might, indeed, be a hierarchy of 
cost/benefit studies.!! Objectives also need to identify 
the place where training is best provided for: on-the- 
job or off-the-job facilities within the firm, or in 
outside institutions? It requires a definition of the 
respective roles within training and who is to do 
. which jobs? Improvement of the quality of training 
- also requires us to stipulate who is to evaluate effec- 
tiveness of training: the trainees, the trainers, or 
outside agencies? Again, we must answer that each 
element and each component involved in the training 
system must conduct an evaluation of its operation 
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from its own point of view. There is no one single 
overall objective method of evaluation training acti- 
_Vity. There can only be a multiplicity of evaluations 
~ conducted from various viewpoints.!* But, one of the 
. important objectives of an organisation such as the 
ITB or the DEP is to provide the framework and the 
machinery for co-ordinating and comparing and 
integrating the evaluation process so that information . 
about evaluations is disseminated and the ultimate 
aim of goal congruence is achieved (or approached 
more closely). - | 


(5) What research tools should be 
used for a study of the system? 

The first need is for an integrated coherent systern of 
data ‘collection and publication which should, as far 
as possible, be on uniform lines over the whole of the 
Training Boards. We may expect the present varia- 
tion in information standards to be ironed out over a 
period of time. It is regrettable that the Department 
of Employment and Productivity has so far failed to 
produce regular statistics or encouraged the ITBs to 
standardise, in any significant way, their information ` 
reporting. Although they have improved, the annual 
reports of the Training Boards are still too skimpy in 
many cases, However, it can also be argued that too 
little use has been made of them by outside commen- 
tators. 

It would also be helpful to have carefully selected 
key growth, quality, and cost re-distribution indica- ` 
tors for the system as a whole, for each industry and 
for various sectors within industries. Such key indica- 


tors should not be regarded as restrictive, but more 


as minimum data for publication: again the Depart- 
ment of Employment and Productivity has accom- 
plished this task quite well in the research area but 
Hint ia relatori tO: tae 'operationg оге ПАВЛА. 
Training Boards as yet. 

In addition to. operational information which will 
be of value to those involved in the system as well as 


those studying the system, as it were from outside, the 


availability of finance for research opens up consider- 
able prospects for university and other research pro- 
jects which have relevance to industrial training in the 
short and in the long term. То some extent this 
research may be work of a sociological and psycho- 
logical nature which.might equally be supported by 
other agencies, but- there are certain areas, such as 
accounting, organisation and ergonomics which are 


particularly suited for support by industrial training 


research funds. In addition to more fundamental re- 
search, some enquiry is needed to establish the evolv- 
ing objectives апа attainments of all the components 

э P. Hesseling, ‘Strategy of Evaluation Research’, Assan, 
Netherlands, Van Gorcum & Co, 1966, p. 49. E 
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involved in the industrial training system: the DEP, 
the ITBs, industrial undertakings, and individuals 
employed in industries. It is, however, axiomatic that 
study of the system as such should not be conducted 
by parties who are playing a particular role in that 
system. In contrast, the monitoring of the system 
performance and state should always be the basis of 
its management, and must be conducted by the com- 
ponents involved in the total system. 


(5) Characteristics of the industrial 
training system 
The industrial training system betrays a number of 
characteristics which are typical of industrial organisa- 
tions or systems. 
(х) It is a system involving men and resources 
existing in time and space. 
(2) It is an open system having transactions with 
its environment. 
(3) It із а system involving internal and external 
relationships of conflicting co-operation. 
(4) It is a system designed to develop and allow the 
use of power so that actors and components within 
the system will achieve authority, exercise responsi- 
bility and be subject to accountability both inter- 
nally and in external relations. 
(5) It is a system which incorporates information 
feedback on past results and future expectations, 
- using a variety of channels, some formal and some 
informal. (It may be noted in passing that the 
criticisms, made above, of the formal information 
systems established by the industrial training sys- 
tem, do not imply that information does not circu- 
late; they merely imply that poor information 
circulates.) 
(6) The system exists in changing situations which 
really require dynamic concepts to understand what 
is happening. But, the components in the system 
will attempt to express dynamic situations in terms 
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of static concepts. There is nothing wrong with this 
procedure if the static concept, which helps us to 
handle situations, is recognised as the incomplete 
construct that it is. A danger arises when the static 
concept is seen as truly reflecting the changing, 
dynamic situation. 

(7) The system is complex; it involves a main 

system but it can be analysed down into a series of 

subsystems which overlap, adjoin, or are separate. 

(8) The system is loose and subject to imperfect 

co-ordination. The degree of autonomy of the com- 

ponents within the system may vary, and the method 
and type of control, which can be or is exercised, 
will also vary. 

(9) The system, like all social systems, is so complex 

that it is only partially knowable. Clearly, a system 

involving 650,000 industrial undertakings and some 

15,000,000 people, is so complex that there are sure 

to be certain ‘black regions’ of inadequate know- 

ledge of variables which will affect system perform- 
ance. There may be certain non-quantifiable vari- 
ables which are only dimly apprehended. 

(10) The system is subject to uncertainty arising 

from the present and future environment and the 

doubt about the first and second order consequences 
of our actions. 

One manager to whom I presented this list of 
characteristics of social systems, suggested to me that 
it was the most depressing list he had ever seen. 
Another, who was also a control engineer, told me 
that it was a classical description of a system which 
was ‘out of control’, Yet it is the complexity and the 
uncertainty that make the system so fascinating, both 
for those involved in it and for those who observe it. 
At the same time, the inadequacy of our knowledge 
presents a challenge which we cannot refuse. 


"4B. M. Gross, "What are your organisation's objectives? 
A general systems approach to planning’, Human Relations, 
18, 1965, p. 195. 
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This article is based on American experience. The legal 
references are American, ‘The American spelling of 
“installment with two Is is preferred Бу the authors. 
The bracketed numbers in the footnotes refer to items 
in the Bibliography given at the end of the article. ` 


The Adoption and Diffusion of an 


Accounting Innovation 


E. E. Comiskey and R. E. V. Groves 


Introduction 
This study investigates a general descriptive theory 
of the adoption and diffusion of innovations proposed 
by authors from other disciplines and tests its applica- 
bility to accounting innovations. The principal 
accounting innovation studied was the introduction of 
the installment method of reporting for tax purposes. 

Originally, companies were required to report 
revenue from installment sales on an accrual basis in 
both tax and shareholder accounts. In the 1926 
Revenue Act companies were permitted to change 
from the accrual to the installment method of report- 
ing earnings for income tax purposes. The accrual 
basis recognises all profit at the point of sale, whereas 
the installment method recognises profit only as cash 
is received from the purchaser. Use of installment 
reporting generally brings about deferral of tax pay- 
ments relative to tax payments that would have been 
due under the accrual system. Thus, for most com- 
panies making installment sales it would appear bene- 
ficial for them to change their tax reporting method to 
the installment Базіѕ.1 

Under the provisions of the 1926 Act, there was a 
changeover cost when going from accrual to install- 
ment reporting.? The 1954 Act? alleviated somewhat 
the penalty costs of changeover. 'These penalty costs 
arose from the double taxation of the receivables 
outstanding at the end of the last year the accrual 
method was used. Only by selling its closing install- 
ment receivables prior to changeover could a compeny 
minimise its penalty cost. 

Selling the closing receivables to escape the dime 


1 (24) gives а full discussion of benefits and costs of 
changing over to the installment reporting method. 

1 S. 212 (d). 

* S. 453 (a) 


over cost was legalised for tax purposes by the 
decision in City Stores v Smith in 1957*. Naturally 
there were still some expenses involved in doing this 
so it was not a completely costless book transaction. 
The final enactment having a bearing on the decision 
to change to tax reporting method was the 1964 
Revenue Act.5 This Act extended, for tax purposes, 
the use of the installment reporting method to sales 
made on a revolving credit basis. 


Background 

Historically the majority of work on time patterns of 
adoptions of innovations has taken place in the area 
of rural sociology. Ryan and Gross,* Rogers" and 
Griliches? are but four of the main contributors in 
this area. In 1962 Rogers wrote a book? summarising 
the common threads running through the research 
into adoption and diffusion of innovations. Since the 
publication of Rogers’ book interest has broadened 
into industrial агеаз.20 | 


Adoption frequency distributions 

One of Rogers’ hypotheses is that the shape of the 
adoption frequency distribution over time is bell- 
Shaped, tending towards normality. Bass and King, 
on the other hand, in their work on consumers! first 
purchase posited a curve form that need not be 
normal or even uni-modal. Rogers supported his 
hypothesis for a bell-shaped adoption distribution 


4 Спу Stores v. Smith. 154 F. Supp. 343 (DC Ра 1957). 
* S. 453 (8) (2). 


19 "T'his is mainly due to the work of Bass and King (6) in 


‘the marketing area, and Lindhe (31), Archibald (32) and 


Tritechler (52) in the accounting area. 
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with empirical results from ten innovations in the 
field of rural sociology. Of these ten, six had normal 
distributions whilst four were nearly normal and 
definitely uni-modal. His theoretical arguments were 
based upon the twin concepts of the interaction effect 
and the learning curve. 

From work in psychology Rogers showed that the 
learning effect could help produce ап adoption curve 
which was approximately normal, whilst the inter- 
action process between the members of the population 
of potential adopters would also give rise to this curve 
form. Interaction is the process through which 
adopters of an innovation influence those other 
members of their social system who have not yet 
adopted. Interaction between population members 
would increase over time until approximately half of 
the members that were going to adopt had adopted, 
then interaction gradually declined as the remaining 
members decided to adopt. 

Bass and King in their work in the first purchase of 
consumer goods allowed only two groups in their 
world — the innovators and the imitators. Their 
assumption wasthat: ' 

The probability that an initial purchase will be 

made at T given that no purchase has yet been 

made is a linear function of the number of previous 
buyers. 
For our purposes this assumption can be rephrased 
into an accounting context so that it now reads: 

The probability that adoption of an accounting 

innovation will be made at Т, given that the com- 

pany has not yet adopted, is a linear function of the 
number of previous adopters. 


Because of the form of the probability equation, the 


4 See (6) p. 4. 


Fígure 1 


Numbers 
adopting 
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adoption curve can take one of two forms depending 
on the relative magnitude of its parameters. Figure 1 
gives a graphical representation of the two types of 
curves possible under the Bass assumptions. 


Adopter categories 


"Using the concept of a normal frequency distribution 


Rogers propounded a thesis that there were five 
adopter categories.!? These groups were split in the 
following proportions of the area under the adoption 
curve: 


03%) 


(т) Innovators 

(2) Early adopters (1376) 
(3) Early majority (34%) 
(4) Late majority (34%) 
(5) Laggards (16%) 


The curve form for each innovation will depend on 
the particular characteristics of that innovation. 
Because each innovation is different, the proportion’ 
of the population called innovators, under the Bass 
description, will vary from innovation to innovation. 
Bass and King? found significantly different values 
for the innovatory proportions for the various con- 
sumer products they tested their hypothesis on. 

Ryan and Gross were among the first sociologists 
to apply statistical tests in the determination of the 
form of the adoption frequency distribution. They 
found that their evidence of adoption frequencies was 
nearly normal. Griliches in some later studies found 
that the logistic curve gave better fit for cumulative 
data than the normal did for the individual data. This 
supported some earlier work by Chapin. 

1 See (41) and (40). 

= See (6) and (5). 


15 (21), (22), (23). 
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Rogers has taken this evidence from Griliches as 
additional support for his bell-shaped hypothesis, 
since a normal or bell-shaped frequency distribution 
will give rise to ап S shaped or logistic cumulative 
frequency distribution, Unfortunately there are other 
frequency distributions which are neither normal nor 
bell-shaped which will give rise to logistic type of 
cumulative frequency distribution. 


Accounting work 
Lindhe* in his sample of 534 companies gives the 
numbers and dates of the adoption of accelerated 
depreciation for tax purposes, Later we shall show 
that the frequency distribution formed from this data 
does not satisfy Rogers’ hypothesis. 
In another accounting study, Livingstone!" formu- 
lated the following general hypothesis: 
Once users of accounting information have learned 
to adjust for the effects of one set of alternative 
accounting methods, (e.g. in valuing the rate base) 
then they will tend to adjust rapidly for the effects 
of new sets of alternative accounting methods that 
confront them (e.g. the treatment of the tax reduc- 
tions due to accelerated depreciation), In psycholo- 
gical terms, they have formed a learning set. 
This result could be construed as a property of 
innovators in the adoption of accounting innovations. 
Naturally additional economic and behavioural 
reasons could be found to explain further the par- 
ticular pattern of adoption for any new accounting 
method: 


' Sorter, Becker, Archibald and Beaver sought to 


define a theory of corporate personality, which in turn 
affects adoption patterns. Their hypotheses were: 


. (х) a corporate personality does exist; 
bac E EE ale 
personality; 
(3) the corporate personality is pertially non- 
economic in nature . . .. We contend that the nature 
of the corporate personality .. э Which we shall call 
conservatism . . . a generic concept that embraces 
many kinds of behaviour including intolerance of 
ambiguity, solvency position, reluctance to change, 
minimisation of book income, and risk aversion. 
Their empirical results showed that companies 
which had continued to use straight-line depreciation 
accounting for book and tax purposes had more con- 
servative financial ratios than those companies that 
had adopted accelerated depreciation reporting for 
both book and tax purposes. This result supported 
their hypothesis. In our work the population was 
18 (31). 


1 (33). 
18 (48) p. 200. 
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‘split into two groups, adopters and non-adopters, but 


the inference is that one could group the adopters, 
perhaps along lines such as Rogers suggests, and find 
increasing conservatism as one moved from innova- 
tors down the scale to laggards. i 


The study 

This empirical study attempts to test whether or not 
the theories posited by Rogers!” et al., can be extended 
in a general form to include other innovations and 
more especially accounting innovations. It is hypo- 
thesised that not all adoption frequency distributions 
are normal, or even uni-modal, nor would one popula- 
tion of prospective adopters give rise to similar 
adoption frequency distributions for different account- 
ing innovations. In addition, the conservatism prin- 
ciple as hypothesised by Sorter, Becker et al.” is 
tested for its relevancy to the population under study 
using the three ratios, acid test, current ratio, and 
debt/equity ratio. Finally the major characteristics of 
the innovation are investigated and discussed. 


The data 
Two groups of companies were investigated. The 
first group was the sixty publicly quoted companies 
listed in the 1968 edition of Moody’s under Depart- 
mental Stores. The second group investigated was a 
randomly selected sample of 159 member companies 
of the National Retail Merchants’ Association? 
These companies all had sales of less than $50 million 
in 1968. We shall call the companies from the first 
group the large companies, and those in the latter 
group the small companies. 

` The major emphasis of the empirical work is based 
upon the large companies as there are more public 
sources of information regarding their financial per- 
formances. The main data sources used were Moody’s 
Industrial Manual, Standard & Poors’ Manual and 
Compustat tape, published annual reports and a 
questionnaire sent the sample companies.” The same 
questionnaire, with a couple of small amendments, 
was also sent to the small companies. 


Questionnaire response 
The questionnaire response from the large companies 
was in excess of 60 per cent. which was good com- 
pared to responses to normal NRMA surveys. The 
response from the small companies was not so good. 
Only 36 per cent returned the questionnaires, but 
this figure falls to-30 per cent for usable responses. A 

19 See above p. 67. 

u See above. 

= Generous thanks are due to the NRMA, and in par- 
ticular Mr S. Flanel, for the help given in making available 
their mailing list and selecting the sample. 

22 See Appendix 1 for a copy of the questionnaire. 
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breakdown of the usable responses is provided in 
. Table 2. 


TABLE 2 . 
Percentage breakdown of the usable responses 


: Large Small 

Companies not making installment 

` or revolving credit sales 
Companies selling receivables to 
external financial institutlons 
Companies using the installment 
reporting method fortheir 
installment and/or revolving 
credit sales 


71 254. 


107 43 


82:2 70-3 





Basic questionnaire analysis 
In Table 2 the higher proportion of small companies 
not making installment and revolving credit sales is 
due to a number of factors. Firstly, the size differen- 
tial, the smaller the company the lesser the knowledge 
on financial matters of this nature. Secondly, the large 
companies are all departmental stores and therefore 
sell most types of ‘consumer products, whereas the 
membership of NRMA includes many small specia- 
list retail ventures which do not require credit selling 
methods. 

All the large companies making installment and 
revolving credit sales (and not selling the paper to the 
financial institutions) now use the installment method 


‘Figure 2 


Pattern of adoption of the 
Installment reporting method 


Large Companies Fe 


Small Companies 2—-—————-—- 


Number of Adopters 


1925 1930 1940 
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of reporting their profits for income tax purposes. On- 
the other hand, only 6r per cent of the small com- 
panies respondents now use this tax reporting method. 
It is true that the low sample response may have 
introduced biases into the results, but at least they 
seem to be in the direction one would expect, i.e. one 
would expect a greater proportion of large companies 
to have adopted the innovation by this point in time. 
Further support for this argument is given in 
Figure 2 and Table 3. Figure 2 presents the frequency 
distribution for the.adoption by the two groups of 
companies. Table 3 gives the cumulative percentages 
of adoption for the same period. Тће time periods in 
this Table have been split into odd intervals in an 
effort to show the effects on adoption of the various 
legal changes, e.g. 1954 Revenue Act, 1958 City 
Stores case, etc. By searching through annual accounts 
and. Moody's Industrial Manual, it was possible to 
determine the adoption year of a number of the large 
companies that did not answer the questionnaire, 
thus improving the empirical findings for the large 
companies. | 


'| TABLE 3 
Cumulative percentage of adoptlons by 
companies that had adopted by 1970 


1920-53 
1954—57 
1958-63 
1964-70 
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Table 3 also. suggests something that is substanti- 
ated later: the principal influences on the adoption of 


the installment report method were (1) the City Stores. 
case and (2) the 1964 Finance Act allowing revolving | 


credit sales to be reported on an installment basis. 


Asthere were only twenty adopters in the small com- · 


pany sample, it was decided not to do any further tests 


on the form of the small company adoption frequency ` 


distribution. ‘Thus, we concentrated the rest of our 
efforts on the large companies for which there were 
more sources of information. | 


Analysis of adoption distributions 
Using the large companies only, frequency distribu- 


tions were determined for (1) their adoption of the 


- installment reporting method, (2) the first year of 
making installment sales, (3) the first year of making 
revolving credit sales, and (4) the first year of adoption 
of the accelerated depreciation method for tax pur- 


poses. Rogers’ descriptive theory that these adoption · 


patterns would be normal or tend to normality was 
` tested using the Kolmogorov-Smirnov (KS), one 
sample goodness-of-fit test. The null hypothesis under 
this test is that the observed cumulative frequency 
distribution: equals the specified cumulative frequency 
distribution of a normal curve with similar mean and 
variance. At the 5 per сеп level of significance, the nor- 
mality of the distributions of the adoption of the 
installment reporting method, and the accelerated 
depreciation method for taxes could not be accepted 
whilst the null hypothesis for the normality of the 


other two adoption distributions could not be rejected | 
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TABLE Б. 


Installment method 
Accelerated depreciation 


Both equations were significant at the «—:05 level. 
At the «—-:05 level the null hypothesis that the resi- 
duals of each equation were normally distributed 
could not be rejected. 

Using the Durbin Watson D test positive auto- 
correlation was shown for the installment method, 
whilst the accelerated depreciation distribution had a 
satisfactory D value at the «—-05 level. : 

For p and q to have positive values, which they 
must since they are probabilities, 8, and 6, must be 
positive and 8, negative. From Table 5 we see that for 
one distribution f, is positive and £, negative, whilst 
Во is negative for the other one. Thus in both cases 
the basic assumptions have been contravened, and we 
must reject the hypothesis that the probability that a 





7:206 . 
6:983 
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presented in Table 4. 


TABLE 4 
Results of the Kolmogorov-Smirnov test 
installment | installment 
sales. . method - Revolving Accelerated 
fortaxes credit sales. depreciation 
:2759* :1707 


D. ‘0702 :2937* 


* D velig greater than critical liv аса ==-05 lvl 


These results in Table 4 add support to those who 
do not accept Rogers’ generalisation that adoption dis- ` 
tributions are normal or at least bell-shaped. Bass' 
approach to adoption distributions is more flexible. 
It can be written as follows: 


P(T)==p+q/m. Y (T) 
where P (T) is the probability that an adoption will 
be made at T, p is the coefficient of innovation, q is 
the coefficient of imitation, m is the number of poten- 
tial adopters, and Y (T) is the cumulative number of 
‘adopters at T. Solving this equation we get for the 
discrete case, an equation?? 

S,—pm-(q—p) Yir»—q/m. УЗ то) 
where S4 is the number of adopters at T. Regression 
analysis with 57 and Үт.) provides estimates of fo 
А ЛАСЛО 


:developed. 


The two adoption distributions tested were the 
installment reporting method and the use of ассеје- 
rated depreciation for tax а The results are 
shown in Table 5. 


F fh fh afr. ps ова 


—412 
6-366 


494 
—422 


062 
246 


*004 :002 
008 ‘01 


firm will adopt one of these two particular accounting 
innovations at time T, given that the firm has not yet 
adopted, is a linear function of the number of Previous 
adopters. 

Earlier in this paper reference was made to the | 
study by Lindhe* of the adoption by 534 companies 
of accelerated depreciation reporting for tax purposes. 


: Using the information provided in that study, regres- 


sion analysis was again used to test Bass’ generalised 
hypothesis, From the results we obtained a value for 
Ва such that the null hypothesis of 8,=0 could not be 
rejected at the «—-:05 level. Thus once again the basic 
underlying assumptions were contravened. 


13 Sec (5) for the algebraic proof of this result. 
M (31). 


та 3 : 5 | р . ie 
Rogers’ descriptive theory accepts as evidence of a 
· bell-shaped adoption frequency distribution a cumu- 


lative adoption distribution that can be generated from 


a logistic curve equation. In fact, non-bell-shaped 
frequency distributions can have a cumulative form 
satisfying a logistic relationship. This latter point is 
: significant because under the logistic relationship the 
rate of adoption is proportional to the adoption already 
achieved and.to the upper fixed limit. The upper fixed 
limit being the ratio of the final cumulative number of 
adopters to the number of potential adopters. This 
cumulative curve does satisfy Rogers’ basic reasoning 
for a normal frequency distribution, i.e. interaction 
between the companies, learning curve effects, etc. 

The form of logistic curve tried was% 

log —— E =a+bt 
where AUS k and p can be absolute or relative, and 
^ p= the cumulative proportion (amount) of'adopters 


att 

k= the finite proportion (amount) limit of adopters 
(upper fixed limit) 

b = the rate of adoption 


а == constant of integration ` 
|. t == time variable 
| For our purposes the upper fixed limit, k, was taken 
as 1:0. 
The regression analysis results are shown in Table 
6. The residuals were tested for normality and at the 
| a=-05 level for all three regressions the null hypo- 
thesis could not be rejected using the KS test, and 
only the installment reporting equation showed a 
small amount of positive auto-correlation using the 
Durbin Watson test. 
"Thé E values were all Ggnificent atthe vec 05 level, 


- > and thus the null hypothesis that the rate of adoption 


В, is proportional to the adoption already achieved and 
to the distance from the upper fixed limit cannot be 


' rejected. The effect of the auto-correlation would be 


to deflate the £, value of 119 from the true value, but 
since we are interested in the general rather than the 


(7 exact form of the distribution we did not pursue the 


corrected form of the distribution. 
Rogers' idea of normality has been criticised earlier 


35 See Griliches (21) and Kuznets (30) for further elabora- 
tion on the logistic curve. 


TABLE 6 


Installment Method 


(large companies) 
Accelerated depreciation 
(large companies) 
Lindhe's results 


А А 
е ^. 
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by Sorokin.” Rogers’ answer to: Sorokin's attack is 

incorporated in a footnote i in his book?" which states: 
No claim is made, however, that adopter distribu- 

' tions are necessarily normal. Sorokin (1959, p. 634) 
bas attacked such a claim: "The convincing logical 
considerations as well as the factual tests do not 
give any basis for.a belief in the existence of any 
“normal” or even typical curve of diffusion or dif- 
fusion rate for all cultural values in all circum- 
stances. Such a "normal" curve is a myth.’ I prefer . 
to disagree-with Sorokin, as do most diffusion re- 
searchers, The normal adopter distribution is useful 
if viewed as an ‘ideal type’ that provides a standard · 
from which statistical goodness-of-fit can be com-  , 
We admit that the sample sizes we have worked 

with have not been as large as we should have liked, 

but they are nevertheless still large enough for the 
results to be-meaningful. Thus from our results we 
suggest that the answer lies somewhere between the 
two opposing views of Rogers and Sorokin. The con- 
cepts that Rogers uses to support his arguments for 


` normality, e.g. interaction, learning curve effects, etc., 


can still be applied to non-normal distributions. The 
particular innovations here are cases in point, since 
there was obviously interaction between companies, 
especially in the accelerated depreciation situation. In 
this case the interaction came both before and after the 
1954 enactment, since companies worked together to 
produce the lobby to get the law enacted, and then 
later other interaction. took place through various | 
channels in learning about the new law and its rami- 
fications. 

Due to the different characteristics of each innova- 
tion prima facie it would not seem correct to generalise 
on a particular form of adoption distribution, and this 


. point is shown up by the results in this study. Within 


the fiscal year of 1954, 67 per cent of the firms in 
Lindhe’s sample had adopted accelerated depreciation 
for tax purposes (1954 was the year this law was 
enacted). If we compare the characteristics of this 
innovation with those of the installment method, we 
can strengthen our case against generalisation of adop- 
tion curve form. The accelerated depreciation riling 


w(46)p.634. 
У (40) p. 158. 





. WINTER 1972 ' 


pcs 


was easier to падања, ir it had greater Ee and 
immediate benefits, fewer practical problems of incor- 


porating it, no ‘penalty costs’ involved in the change | 
over, and much greater publicity since it was available. i 
` to all companies rather than a small sector of the 
- economy. Thus, we would expect faster adoption of 


the accelerated depreciation ruling. Hopefully, man- 
agement becomes more sophisticated over time and 
management information systems will improve, thus 


enabling decisions to be made sooner and with greater 
. certainty. ‘This will therefore reduce the differences 


between adoption patterns. i 
Summarising, each innovation has different attri- 

butes which in turn are perceived differently by each 

company. These perceptions depend on many things, 


. the economy, the underlying circumstances of the 


firm, etc. In addition, these circumstances are chang- 
ing over time and vary from firm to firm. Thus we are 
really working in a multi-dimensional space. However, 
we, like Rogers et al., have ‘attempted a measurement 
only on a uni-dimensional scale, and. therefore it is 


. understandable that adoption curves do differ from 


one another and the ‘ideal’ of a normal ced 


Adopter characteristics | 


"Three finkncal абое were used to test the hypothesis 
. "that adopters are less conservative than non-adopters. 


This is the hypothesis propounded by Sorter, Becker 
et al? Due to lack of financial information only the 


current ratio, acid test, and debt/equity: ratio were 
: used. The five years, 1959 through 1963, were ana- 


lysed, with each company being included in the appro- 
priate group depending on whether or not it had 


TABLE 1 
Analysis of variance of financial ratios 


Current ratio 


7 '12-054 
Debtequity ratio - 207 4132 
oa | E at -1980 


1 i = . : : 73 
г adopted the installment reporting method. The results 
‘from the analysis of variance test are shown in Table 7. 

From Table.7 we see that we cannot reject the null 
hypothesis that the two groups’ means for each year . 
and each ratio are equal, excepting in the single case 


marked *. Therefore, we cannot accept our original 


hypothesis that non-adopters are more financially con- 


 Servative than adopters. This result places in question 
` the generality of Sorter, Becker et ais results men- 


tioned earlier. The use of figures from published . 
accounts as data for testing hypotheses of this nature 
has been criticised by scholars in the past. The grounds 


generally cited against the use of these figures include: 


(1) companies in a sample have different year ends ` 
within any one calendar year; 

(2) different bases are used by companies when 
valuing their assets; 

(3) there is a possibility of window dressing by a 


company; 
(4) the infiuence of the anditor’s character as well 
‘as the directors’ personalities upon the final figures. 
From these comments and the results listed in 
Table 7 above we suggest that further work is neces- 
sary in this area to clarify the situation. ; 


Characteristics of the innovation 


The large companies were requested in the question- 
naire™ to rank in descending order 13 factors. Based 
on results from a small pilot study, these 13 factors 


„were those tat were considered to be Mie most im- ` 


_ ™ (48). 
- 9! See appendix, p. 77. 


* Null hypothesis rejected at a=-06 leval. | | 


т — mean of adopters’ ratios а | 


H- mean of non-adopters" ratios 
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portant in the adoption decision of the installment 
reporting method. Unfortunately none of the non- 
adopters completed this question, so we have no data 
on them. Of those who did answer this question 79 per 
cent of them adopted after 1960, thus it was decided 
to just look at this group of responses. 

A coefficient of concordance W, corrected for ties, 
was computed for these rankings and amounted to 
4041. A chi-squared value of 72°74 for the corrected 
W was obtained. Thus the value for W is significant 
at the «—-05 level, and we can accept the null hypo- 
thesis that there is consistency in the ranks accorded 
the factors by the various companies. In order of 
importance, the most important factors in the decision 
or characteristics of the innovation were as follows: 


(1) The innovation made possible the deferral of 
tax payments. 

(2) The 1964 Revenue Code when revolving credit 
sales were made eligible for installment reporting. 
(3) The City Stores case, which enabled companies 
to sell their receivables prior to adoption. 

(4) (a) The 1954 Revenue Act which alleviated some 
of the penalty costs upon adoption of the install- 
ment reporting method. 

(6) The relative ease of change over to this reporting 
method for tax purposes. 

(5) The consideration of possible effects on tax pay- 
ments, presently deferred, by changes in the tax 
rate. 

(6) The cost of additional book-keeping. 


It is to be expected that the tax deferral factor 
would have been ranked first; however, what was more 
surprising is the strength of the second factor, the 
eligibility of revolving credit sales. Arguments could 
have been put forward that the City Stores decision 
would have had a greater bearing on the adoption 
decision, The reason for the above ordering is not that 
City Stores case was not important, because in fact 
the majority of post-1960 adopters sold their receiv- 
ables prior to adoption, but that the use of the revolv- 
ing credit sale was superseding the thirty-day charge 

- account, and therefore greatly increasing in use, 

.' The ranking of the additional book-keeping cost. 
tends to suggest that for these big companies there 
was not much hardship involved in amending their 
book-keeping records to enable them to report income 
under the installment method. 


Conclusions 

This study has used Rogers’ concept in preparing 
its adoption distributions. The main hypothesis that 
adoption distributions are normal has not been sup- 
ported, since only two out of the five tested could have 
been generated from a normal distribution. It is from 
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this start that Rogers goes on to build his adopter 
categories. These categories are all relative to the time 
scale of adoption. From this he moves to conclusions 
about adopters’ characteristics, and adopters’ percep~ 
tions of the innovation. This study also indicates that 
classification of adopters cannot be based on an uni- 
dimensional scale, and a very rapid one at that, but 
must be through the use of multi-dimensional scaling 
techniques. Support is given to this point from the 
results of the analysis of variance of the three financial 
ratios. It was not possible to differentiate between the 
adopter and non-adopter companies purely by means 
of any one of these ratios. 
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APPENDIX E 
QUESTIONNAIRE 


INSTRUCTIONS 


A. An installment sale for the purposes of this study is defined as those sales where a service charge is included 


in the total price, and payment is made by means of a deposit at the contract date and the balance is 
pation equal installments over the remainder of the contract period. 
revolving credit sale mentioned in the questions is defined as an extension of the 30 day charge accounts, 


` Tt allows an open line of credit to the customer ihe perrot sque оошо feni. , a sixth) or a minimum 


amount each month. Also, the customer can pay off his debt in full. Any unpaid balance at the end of a 
month is then subject to a credit service charge, presently at about 125-1375 of the defined unpaid balance. 


. If there are no special instructions after a question, please circle the one response that best describes your 


answers even though other alternatives might be relevant. However, do feel free to add any comments ог 


` qualifications with respect to your answers. 
. If an open line .......... is provided, please fill it with the appropriate code number, $ value, or year 


requested by the question. 


D. After some of the questions there are special instructions in parenthesis. Please follow these instructions 


carefully. 


. Please answer all questions if possible. We ај јаше that you may consider certain of the information 


requested as being very confidential. If you feel unable to release this information please do not let this 
deter you from completing the remainder of the questions. If you are uncertain about an answer, then 
please give your best estimate, e.g. in questions 1 and 2 if the date is before 1954 then an approximate 
date would be quite acceptable. 


The questionnaire should less than fifteen minutes to complete. 
. Ifyour company makes i перја please state the fiscal years the company started and, if applicable, 
stopped making installment sal 


soon: ва NAO, ОДМАХ. о» • +»: оь 


Opening Year 
If the company makes revolving credit sales urne mun а Cabal d 
applicable, stopped tanking sales 1n revolvihg credit 

Opening Year.......... Closing Year.......... 


. Please give the company's reasons for not making sales on an installment plan sooner than it did. (If the 


company still does not offer sales on an installment plan, please give its reasons.) 


. When did your company become aware of the availability of the installment method of reporting for 


tax purposes 2 
From what source did the company become aware of the installment method of reporting for tax 
purposes? 

Auditors acne 

Trade Association TEE DOE 

Department within company .......... 

онор please specify .......... 


ee ey 


. (a) If the company uss the installment method of reporting for tax purposes, please state che fiscal year 


it adopted it. 
(b) е give the company's reasons for not adopting the installment method for tax purposes prior to 
year. 


1 


. Rate, using the scale below, the help given the company by its auditors in the areas stated below with 


ect to installment reporting for tax purposes. 


(S : I VeyH 4. Very Little Help 
: оше Helpful 5. No Help 
Helpful 6. Assistance Not Requested by the Company 
Understanding the Tax Law | l 


Understanding the reporting procedures for deferred taxes wwe eee 
Computing the benefits and costs of using the installment method .......... 
Setting up ab ing system to satify tax reporting needs Meet 
Any other help given? Please specify. ha a eee 


t 
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8. During the company's evaluation of the advantages and disadvantages of фе change to the installment 
method some of the issues listed below may have been considered, 
(a) Rank in descending order of significance to the decision of adoption or rejection of the change, ONLY. those 


considered by the company in arriving at its decision. Start with the most significant and work through . - 


to the least, thus the most significant is ranked 1, the least x3, if all issues were considered. 
(b) Show by checking the relevant box adjacent to each ranking whether you consider the issue to be an 


advantage or a disadvantage. . 
Rank Advantage Disadvantage 
Alleviation of “double tax” on receivables held prior to 


change over. (1954 Revenue Code) — ( 
Ability to sell the receivables held prior to change over. |" 
(City Stores vs Smith (1958) case) ( 
Stockmarket’s lack of understanding of the benefits of the 
Changes in annual tax payments due to change over. adits 
General economic climate at the time of the decision. ewe 
Пн of a reduction in deferred tax balance. 

eporting requirements for annual changes in deferred taxes. 
Ce of additional bookkeeping, ; 
Ease of changing to the installment method. 
Ease of changing from the installment method at a later date 
if necessary. . ( 
Reporting requirements in Annual Reports for effects of 
changes in tax rates on deferred tax balances. ( 
Effect on tax payments of possible changes on future tax rates. ( 
Allowance of revolving credit sales to be reported under the 
installment method for tax purposes. (1964 Revenue Code) ( 


мо Мм м ММ МУМУ See Зи“ МУ М 
„И м УМ TN МР л 
~ Ми МА ММММ М му 


9. Does the company use some form of accelerated depreciation for tax purposes, and straight line for book 
purposes? If so, please give the fiscal year the company changed its tax depreciation to the accelerated form. 
Year.......... 
1o. Please state the year you think the installment method of reporting for tax purposes became law. (Please 
answer this without ас to your files.) 
ear 


sento tn t n 


II. Please give your reasons why you think other firms did not change sooner to the installment method for ` 


tax purposes. 


12. Please state the annual $ amount of the ee installment sales for each year during the 1948-68 period. 
applicable.) 
1948 


qu DE 1955.......... 1962.......... 
1949... ....... 1956.......... 1963.......... 
1950.......... 1957.......... 1964.......... 
1951...:...... 1958.......... 1965. cw. 
1052... cer 1959.......... 1966.......... 
1953.......... ies прија a ee eng : А 

БА ак 2 cs o OO ure а бока 


19 
13. Please state the annual $ amount of the company’s deferred tax charge i in Income Statement due to install- 
ment sales for each year during the 1948-68 period. (If applicable.) 


1948.......... 1955... ....... 1962.......... 
1949.......... 1956.......... 1963.......... 
I950... iens 1957.......... 1964.......... 
TQS ТА veh 1958.......... 19652552 res 
1952.4 ev 1959.......... 1966 bcos cases 
2 OE Dn es EEEREN ат rc adire 


ees 1n. AOL... 7 | BB RIP ec eee 


I4. Would you like a copy of the study's rmi ? M circle the atop. answer. 
No 


78 ' | | | R ACCOUNTING AND BUSINESS атак 
Contributors to Accounting and Business 
Research 


Volume 2 No 5 Winter 1971 


R. W. Bayliss, a Research Associate at the Oxford Centre for Management Studies, 
looking at the problems of Cash Control in a group of engineering companies, has a 

degree in Social Sciences from Birmingham University, is a Chartered Textile Technologist 
and has carried out research into the application of mathematical and quantitative 
techniques to management problems. This paper forms part ofa research project of the 
Oxford Centre for Management Studies with a grant from the Science Research Council. 


Eugene E. Comiskey, Php, is Associate Professor of Industrial Management 

at the Krannert Graduate School of Industrial Administration, Purdue University, 
USA. He graduated with his php, from Michigan State University in 1965 to take a post 
as Assistant Professor of Industrial Management at the Krannert School. 

He has contributed numerous articles, on a variety of topics to academic journals 
including Accounting Review and Financial Analysts Journal. 


= 


^ Professor Tom К. Cowan, a New Zealander by birth, has been professor of 
accounting at the University of Otago since 1961. Before taking up this appointment, 
he had extensive experience in public accountancy as well as in manufacturing 
industry. Currently he is Chairman of the School of Business and Dean of the 
Faculty of Commerce at the University of Otago. He is keenly interested in 
accounting theory in its relationship to company reporting. He has produced a 
number of books on both management accounting and financial accounting; and has 
written extensively on accounting topics and in applied economics. He was one of 
the fourteen International Rapporteurs at the 9th International Congress of 
Accountants at Paris in 1967, where he presented a paper on "The international 
harmonisation of accounting principles’. He is a past president of the New 

Zealand Computer Society and is a member of the Board of Research and 
Publications of the New Zealand Society of Accountants. 


Douglas Garbutt qualified as a Cost Accountant and.Chartered Secretary in 
industry, of which he has wide experience especially through consultancy and 
research. In 1970 he was awarded a Masters Degree in Education by Leicester University 
for his thesis on an evaluation of management education and training. He is now 
conducting a study of the costs and benefits of operative training for the Water 
Supply ITB and is consultant to a cost study by the Air Transport and Travel ITB. 
He has published many articles on accounting, finance and education and five books, 
including editing Carter’s Advanced Accounts. His teaching experience includes two 
periods as Visiting Professor in the United States, in Southern Illinois 1968-9 and 
Georgia 1971 ; teacher training at Garnett College; management education at the 
Central London Polytechnic and Cranfield School of Management where he is 

now a Senior Lecturer. | 
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field. The Certificate in Management Information (spon- 
sored by the Institute of Chartered Accountants in England 
and Wales and In Ireland) is for the purpose of encouraging 
study in the increasingly important field of Business 
Administration and Organisation. 


The subjects of examination for the JDipMA Part l, and 


CMI, for which the Metropolltan College provides expert . 


postal tuition, are: Business Organisation and Administra- 


tion, Design of Systems and Data Processing, Management 
Information and the Use of Analytical and Statistical 
Techniques, Financial Management and the: Use of: 
Accounting Information, JDIpMA, Part |, examination com- 
prises a thesis and a viva thereon and 18 open to candidates 
who have passed Part | examination and have at least five 
JDIpMA years qualified experlence. Those who qualify for 
the Diploma have the right to use the designatory letters 
ЈОРМА, 


Examinations are held annually, each October In London, 
Manchester; Glasgow, Belfast and Dublin. 


Please write for full particulars to The 
Principal, B. Mendes, BSc(Econ) FCA (Dept 
A25), Metropolitan College, St Albans, 
stating the examination in which you are 
interested. 
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"University, Indiana. In 1970 he returned to the UK to take up his present 


E David Garel Rhys, BA MCom, spent his undergraduate career at University 


main interests-are in economic theory and in the international monetary 


: monographs and books include: Taxing Inheritance and Capital Gains, 1965; The 


' во = | ACCOUNTING AND BUSINESS RESEARCH 


Roger E. V. Groves ucod Nic RD ACA ME PE Du Брано edd веза про 

the Graduate Centre for Management Studies, Birmingham. A graduate of _ 
Birmingham University, he qualified as a Chartered Accountant in 1963, obtaining only 
the Plender prizes in his finals. He started lecturing in accounting at Birmingham 
University in 1964. In 1967 he was awarded a Foundation for Management , 

Education Fellowship, which enabled him to obtain an MSc and PhD, at Purdue 


position. His current research is into small business financing in the UK, and 
European Company-finance. His publications include an article in Accounting Review 
(with R. Manes and R. Sorensen), and in other academic journals. 


College, Swansea; and undertook post-graduate studies at the University of 
Birmingham. His first lecturing post was at Hull University and at present he is a 
Lecturer in the Economics Department, University College, Cardiff. Mr Rhys's 


mechanism, as well as Bis deep interest in the economics of the motor industry. He 
is author of The Motor Vehicle Industry : An economic assessment, a book to be 
published by Butterworths during 1972. Apart from numerous articles on the 
motor industry, Mr Rhys has also published articles on transport economics, the 
European Economic Community, and the economics of mergers. 


ues 


Cedric Sandford is Professor of Political Economy at the University of Bath and | 
currently Head of the School of Humanities and Social Sciences. He has written 
various articles, mainly on public finance and aspects of economic education. His 


Economic of Public Finance, 1969; Realistic Tax Reform, 1971; and Taxing 
Personal Wealth, 1971. He is joint editor and part-author of a series of Case 
Studies in Economics. Peter Dean, an economist and chartered accountant, was a 
research officer at Bath and carried out most of the interviews for the study of the 
Hidden Costs of Taxation. He now works as an investment arde with 
stockbrokers Hedderwick Borthwick and Co. А 
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